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uct.) 2699 

121. KPMG email. May 2000, re: BLIPS — 7 percent (The breakout for a 
typical deal is as follows: . . . Trading Loss 70 * * * Attached is Kerry’s 
breakout of the 7 percent. [Redacted] gets 30 bpts from the Mgt. Fee. 

Is this detailed enough!) 2701 

122. KPMG email, September 1999, re: BLIPS — managing deal flow (As you 

know, we have until 10115 at the latest to close loans and 10122 to 
activate the FX trading, etc. (the 60 day countdown).) 2702 

123. HVB Memorandum, October 1999, re: Presidio Credit Request Dated 
September 14, 1999 (To summarize the above, the increased limits will 
now permit the full amount of our facility to be invested in EUR deposits 

and do related forwards.) 2703 

124. HVB Document, Back-End Process 2705 

125. HVB Document, Transaction Timeline (Exchange USD Amount to EUR 

Amount * * * USD 181,300,000) 2711 


126. PRESIDIO ADVISORY SERVICES, LLC Memorandum, April 2002, re: 

Year 2000 Strategic Plan. (Over the past two years because of delays 
in obtaining the requisite approvals to market the OPIS and BLIPS 
products, we did not begin closing deals until September of 1998 and 

1999, respectively. * * * Both Deutsche Bank and KPMG have requested 
that we replace our existing BLIPS product with a new product in 
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155. Documents relating to Footnotes found in U.S. Tax Shelter Industry: 
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Footnote No. 10, See Attachments (2) 3027, 3036 

Footnote No. 11, See Attachment 3046 
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Footnote No. 124, See Hearing Exhibit No. 49 (above) 574 
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(above) 3506, 574 

Footnote No. 127, See Hearing Exhibit No. 59 (above) 604 
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Footnote No. 131, See Hearing Exhibit No. 23 (above) 488 
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Footnote No. 133, See Hearing Exhibit No. 6 (above) 412 

Footnote No. 134, See Hearing Exhibit No. 20 (above) 463 
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Footnote No. 135, See Attachment 3520 

Footnote No. 136, See Hearing Exhibit No. 25 (above) 492 

Footnote No. 137, See Hearing Exhibit No. 8 (above) 423 

Footnote No. 138, See Attachment 3522 

Footnote No. 139, See Hearing Exhibit No. 27 (above) 495 

Footnote No. 140, See Hearing Exhibit No. 19 (above) 460 

Footnote No. 141, See Attachment 3523 

Footnote Nos. 142-143, See Hearing Exhibit No. 55 (above) 597 

Footnote No. 144, See Attachment 3530 

Footnote Nos. 145-148, See Footnote No. 144 (above) 3530 

Footnote No. 149, See Attachment (Partial document reprinted, full 
document SEALED EXHIBIT) 3557 

Eootnote No. 150, See Attachment (Partial document reprinted, full 
document SEALED EXHIBIT) 3568 

Eootnote No. 151, See Attachment 3572 

Eootnote No. 152, See Attachment 3573 

Eootnote No. 154, See Attachments (2) 3575 

Eootnote No. 155, See Footnote No. 135 (above) 2729 

Eootnote No. 156, See Attachment 3579 

Eootnote No. 157, See Attachments (3), Footnote No. 156 and Hearing 
Exhibit No. 56 (above) 3581, 3579, 599 

Eootnote No. 158, See Hearing Exhibit No. 55 (above) 597 

Eootnote No. 159, See Hearing Exhibit No. 24 (above) 490 

Eootnote No. 160, See Attachments (2) 3591 

Eootnote Nos. 161-162, See Footnote No. 157 (above) 3581 

Eootnote No. 163, See Attachment 3596 

Eootnote Nos. 166-167, See Hearing Exhibit No. 21 (above) 464 
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Eootnote Nos. 169 and 171, See Hearing Exhibit No. 21 (above) 464 

Eootnote No. 174, See Footnote No. 152 (above) 3573 

Eootnote No. 176, See Hearing Exhibit No. 63 (above) 617 

Eootnote No. 177, See Hearing Exhibit No. 62 (above) 614 

Eootnote No. 178, See Hearing Exhibit No. 23 (above) 488 

Eootnote No. 179, See Attachment 3607 

Eootnote No. 180, See Footnote No. 57 (above) 3244 

Eootnote No. 181, See Footnote No. 151 (above) 3572 

Eootnote No. 183, See Attachment 3620 

Eootnote Nos. 184-185, See Footnote No. 57 (above) 3244 

Eootnote No. 186, See Attachment (Partial document reprinted, full 
document SEALED EXHIBIT) 3621 

Eootnote Nos. 187-188, See Footnote 186 (above) 3621 

Eootnote No. 189, See Footnote No. 56 (above) SEALED EXHIBIT * 

Eootnote Nos. 190-191, See Hearing Exhibit No. 38 (above) 528 

Eootnote No. 192, See Attachment and Hearing Exhibit No. 38 
(above) 3623, 528 
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Footnote Nos. 193-194, See Hearing Exhibit No. 38 (above) 528 

Footnote No. 200, See Hearing Exhibit No. 137 (above) 2735 

Footnote No. 201, See Attachment (Partial document reprinted, full 
document SEALED EXHIBIT) 3929 

Footnote No. 203, See Attachment and Hearing Exhibit No. 65 3632, 623 

Footnote No. 204, See Hearing Exhibit No. 21 (above) 464 

Yootnote No. 205, See Hearing Exhibit No. 8 (above) 423 

Footnote No. 208, See Hearing Exhibit No. 21 (above) 464 

Footnote No. 211, See Hearing Exhibit Nos. 51 and 58 (above) 585, 602 

Footnote No. 213, See Footnote No. 84 (above) 3375 

Footnote No. 214, See Hearing Exhibit No. 110 (above) 2657 

Footnote No. 217, See Footnote No. 84 (above) 3375 

Footnote No. 218, See Hearing Exhibit No. 64 (above) 621 

Footnote No. 220, See Hearing Exhibit No. 5 (above) 408 

Footnote No. 221, See Hearing Exhibit No. 7 (above) 415 

Footnote No. 222, See Hearing Exhibit Nos. 38 and 64 (above) 528, 621 
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(above) 3635, 452 

Footnote No. 227, See Attachment 3641 

Footnote No. 228, See Footnote No. 223 3635 

Footnote No. 230, See Hearing Exhibit No. 105 (above) 2619 

Eootnote No. 231, See Footnote Nos. 157 and 163 (above) 3581, 3596 

Eootnote No. 232, See Attachment 3643 

Eootnote No. 234, See Hearing Exhibit No. 105 (above) 2619 

Eootnote No. 235, See Attachments (4) 3644 

Eootnote No. 236, See Hearing Exhibit No. 105 (above) 2619 

Eootnote No. 238, See Footnote No. 117 3475 

Eootnote No. 239, See Attachments (2) and Hearing Exhibit Nos. Ill 
and 129 (above); two addition items for this footnote are SEALED 
EXHIBITS 3660, 2660, 2721 

Eootnote No. 240, See Attachment and Hearing Exhibit No. 70 
(above) 3665, 646 

Eootnote No. 241, See Footnote No. 235 and Hearing Exhibit No. 138 
(above) 3644, 2745 

Eootnote No. 242, See Hearing Exhibit Nos. 103 and 104 
(above) 2615, 2618 

Eootnote No. 243, See Hearing Exhibit No. 70 (above) 646 

Eootnote No. 244, See Attachment 3668 

Eootnote Nos. 245-246, See Hearing Exhibit No. 113 (above) 2679 

Footnote Nos. 248-250, See Hearing Exhibit No. 110 (above) 2657 

Eootnote No. 251, See Footnote No. 84 3375 

Footnote No. 252, See Hearing Exhibit No. 105 (above) 2619 

Footnote Nos. 253-255, See Hearing Exhibit No. 106 (above) 2622 

Footnote No. 256, See Attachment 3670 

Footnote No. 257, See Attachment and Hearing Exhibit No. 106 
(above) 3671, 2622 
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Footnote No. 258, See Hearing Exhibit No. 106 (above) 2622 

Footnote No. 261, See Footnote No. 201 (above) 3929 

Footnote No. 262, See Attachment 3672 

Footnote No. 263, See Attachment 3678 

Footnote No. 265, See Attachment, Footnote No. 244 and Hearing Ex- 
hibit Nos. 70 and 108 (above) 3679, 3668, 646, 2647 

Footnote No. 266, See Attachments (2) (One document partially re- 
printed, full document is (SEALED EXHIBIT) 3681 

Footnote No. 267, See Footnote No. 266 (above) 3681 

Footnote No. 268, See Attachment 3687 

Footnote No. 270, See Footnote No. 154 (above) 3575 

Footnote No. 271, See Footnote No. 237 (above) (Found in the files 
of the Subcommittee) * 

Footnote No. 272, See Attachment 3690 

Footnote No. 273, See Footnote No. 272 (above) 3690 

Footnote No. 274, See Attachment 3697 

Footnote No. 275, See Attachments (5) 3703 

Footnote No. 276, See Footnote No. 275 (above) 3703 

Footnote No. 278, See Hearing Exhibit No. 101 (above) 2607 

Footnote No. 279, See Attachment 3711 

Footnote No. 280, See Attachment 3712 

Footnote No. 281, See Footnote No. 117 and Hearing Exhibit No. 112 
(above) 3475, 2678 

Footnote No. 282, See Hearing Exhibit Nos. 64, 69 and 81 
(above) 621, 644, 665 

Footnote No. 283, See Hearing Exhibit No. 81 (above) 665 

Footnote No. 284. See Attachment 3714 

Footnote No. 285, See Attachment 3717 

Footnote No. 286, See Attachment (Four additional items for this foot- 
note are SEALED EXHIBITS) 3718 

Footnote No. 293, See Hearing Exhibit No. 120 (above) 2699 

YootnoteNo. 294, See Hearing Exhibit No. 119 (above) 2696 

Footnote No. 295, See Attachment 3719 

Footnote No. 296, See Footnote No. 117 and Hearing Exhibit Nos. 

42 and 112 (above) 3475, 543, 2678 

Footnote No. 299, See Footnote No. 156 (above) 3579 

Footnote No. 301, See Attachment 3722 

Footnote No. 302, See Attachment 3754 

Footnote No. 303, See Hearing Exhibit No. 21 (above) 464 

Footnote No. 306, See Attachment 3756 

Footnote No. 307, See Attachment 3757 

Footnote No. 308, See Footnote No. 307 (above) 3757 

YootnoteNo. ZIQ, See Hearing Exhibit No. 128 (above) 2720 

Footnote No. 312, See Footnote No. 52 (above) 3054 

Footnote No. 313, See Attachments (3) 3767 

Footnote No. 314, See Hearing Exhibit No. 38 (above) 528 
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Footnote No. 319, See Attachments (2) 3775 

Footnote No. 320, See Attachment 3779 

Footnote No. 321, See Attachments (2) 3795 

Footnote Nos. 322-323, See Footnote No. 320 (above) 3779 

Footnote No. 324, See Attachment and Footnote No. 320 3801, 3779 

Footnote No. 327, See Attachment 3812 

Footnote No. 328, See Attachment 3813 

Footnote No. 329, See Attachments (2) 3814 

Footnote No. 330, See Footnote No. 329 (above) 3814 

Footnote No. 331, See Attachments (3) 3816 

Footnote No. 332, See Attachments (3) 3822 

Footnote No. 333, See Hearing Exhibit No. 21 (above) 464 

Footnote Nos. 335-336, See Hearing Exhibit No. 43 (above) 546 

Footnote No. 337, See Hearing Exhibit No. 128 (above) 2720 

Footnote No. 338, See Hearing Exhibit No. 103 (above) 2615 

Footnote No. 339, See Hearing Exhibit No. 104 (above) 2618 

Footnote No. 340, See Footnote No. 154 (above) 3575 

Footnote No. 341, See Attachment 3830 

Footnote No. 342, See Attachments (2) 3831 

Footnote No. 343, See Footnote No. 203 (above) 3632 

Footnote Nos. 344 and 346, See Hearing Exhibit No. 28 (above) 496 

Footnote No. 347, See Footnote No. 122 (above) 3492 

Footnote No. 348, See Hearing Exhibit No. 28 (above) 496 

Footnote Nos. 349-350, See Footnote No. 163 (above) 3596 

Footnote No. 351, See Footnote No. 117 (above) 3476 

Footnote No. 352, See Footnote No. 52 (above) 3054 

Footnote No. 355, See Attachment 3835 

Footnote No. 356, See Footnote No. 355 (above) 3835 

Footnote No. 359, See Attachment and Footnote No. 203 (above) 3840 

Footnote No. 360, See Hearing Exhibit No. 121 (above) 3482 

Footnote No. 361, See Attachment and Hearing Exhibit No. 58 
(above) 3842, 602 

Footnote No. 362, See Footnote No. 361 (above) 3842 

Footnote No. 363, See Attachment 3847 

Footnote No. 364, See Attachment 3848 

Footnote No. 367, See Footnote No. 154 (above) 3575 

Footnote Nos. 368-369, See Footnote No. 52 (above) 3054 

Footnote No. 370, See Hearing Exhibit No. 115 (above) 2686 

Footnote No. 371, See Footnote No. 52 (above) 3054 

Footnote No. 372, See Hearing Exhibit No. 114 (above) 2681 

Footnote No. 373, See Attachments (2) and Footnote Nos. 154 and 

203 (above) 3850, 3575, 3632 

Footnote No. 374, See Footnote No. 373 (above) 3850 

Footnote No. 375, See Footnote No. 144 (above) 3530 

Footnote No. 376, See Footnote No. 150 (above) 3568 

Footnote No. 377, See Footnote No. 151 (above) 3572 

Footnote No. 378, See Footnote No. 355 (above) 3835 

Footnote Nos. 379-382, See Hearing Exhibit No. 115 (above) 2686 



XXI 


Page 


165. Documents relating to Footnotes found in U.S. Tax Shelter Industry — 
Continued 

Footnote No. 383, See Attaehment and Hearing Exhibit No. 46 


(above) 3853, 560 

Footnote No. 384, See Hearing Exhibit No. 44 (above) 555 

Footnote No. 385, See Attaehment 3854 

Footnote No. 386, See Hearing Exhibit No. 38 (above) 528 




U.S. TAX SHELTER INDUSTRY: THE ROLE OF 
ACCOUNTANTS, LAWYERS, AND FINANCIAL 
PROFESSIONALS 


TUESDAY, NOVEMBER 18, 2003 

U.S. Senate, 

Permanent Subcommittee on Investigations, 

OF THE Committee on Governmental Affairs, 

Washington, DC. 

The Subcommittee met, pursuant to notice, at 9:02 a.m., in room 
SH-216, Hart Senate Office Building, Hon. Norm Coleman, Chair- 
man of the Subcommittee, presiding. 

Present: Senators Coleman, Levin, and Lautenberg. 

Staff Present: Raymond V. Shepherd, III, Staff Director and 
Chief Counsel; Joseph V. Kennedy, General Counsel; Mary D. Rob- 
ertson, Chief Clerk; Leland Erickson, Counsel; Mark Greenblatt, 
Counsel; Steven Groves, Counsel; Frank J. Minore, Detailee, GAO; 
Kristin Meyer, Staff Assistant; Steve D’Ettorre, Staff Assistant; 
Bryan Nelson, Intern; Elise J. Bean, Staff Director/Chief Counsel 
to the Minority; Bob Roach, Counsel and Chief Investigator to the 
Minority; Laura Stuber, Counsel to the Minority; Brian Plesser, 
Counsel to the Minority; Julie Davis, Professional Staff Member; 
Christopher Kramer, Professional Staff Member to the Minority; 
Beth Merillat-Bianchi, Detailee, IRS; Jim Pittrizzi, Detailee, GAO; 
Rebecca Dirks, Intern; Ken Seifert, Intern; Jessilyn Cameron, 
Brookings Fellow; Grant Bosser (Senator Sununu); Nate Graham 
(Senator Bennett); Kevin Carpenter (Senator Specter); Mimi 
Braniff (Senator Stevens); David Berrick (Senator Lieberman); Gita 
Uppal (Senator Pryor); Rudy Broiche (Senator Lautenberg); and 
Mandana Parsazad (Senator Dayton). 

OPENING STATEMENT OF SENATOR COLEMAN 

Senator Coleman. This hearing of the Permanent Subcommittee 
on Investigations is called to order. 

I want to thank you for attending today’s hearing. Today and 
Thursday we will focus on a set of issues developed by this Sub- 
committee’s Ranking Member, Senator Levin. And, Senator Levin, 
I would like to commend you for your tireless efforts to prevent the 
abuse of our tax code by those willing to exploit loopholes and avoid 
paying legitimate taxes. You have done tremendous work in this 
area, and it is a pleasure for me to work with you. 

In a bipartisan fashion, PSI has developed a deeper under- 
standing of the history of individual tax shelters. PSI has uncov- 
ered how those shelters work, how they were marketed to potential 

( 1 ) 
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investors, and how they were structured in order to avoid scrutiny 
by the Internal Revenue Service. Due to the complexity of these 
schemes, our hearings will focus only on a few of the shelters, but 
there are many others like them. 

There is an old English proverb that says, “A clean glove often 
hides a dirty hand.” Today we will hear firsthand how the ethical 
standards of the legal and accounting profession have been pushed, 
prodded, bent, and in some cases broken for enormous monetary 
gain. The fact is abusive and potentially illegal tax shelters sold to 
corporations and wealthy individuals rob the U.S. Treasury of bil- 
lions of dollars in lost tax revenues annually. 

Let me be clear: While some of the products we discuss today are 
not technically illegal, they are most certainly ethically question- 
able and demonstrate a deliberate effort on the part of the partici- 
pants to fly underneath the regulatory radar of the IRS. This is not 
a victimless crime. It is not the government that loses money. It 
is the people of America, average working families who will bear 
the brunt of lost revenues so that a handful of rich lawyers, ac- 
countants, and their clients can manipulate legitimate business 
practices to make a profit. 

According to the GAO, a recent IRS consultant estimated that for 
the 6-year period 1993 to 1999, the IRS lost an average of between 
$11 and $15 billion each year from abuse of tax shelters. The GAO 
reports that an IRS database tracking unresolved abusive tax shel- 
ter cases over a number of years estimates potential tax losses of 
about $33 billion from listed transactions and another $52 billion 
from unlisted abusive transactions, for a total of $85 billion. 

As I said, this is not a victimless crime. To put this in context, 
if the IRS proactively shut down these abusive tax shelters and col- 
lected the diverted revenue, it would have helped to finance a sub- 
stantial portion of our efforts in Iraq. Abusive tax shelters are fash- 
ioned in the likeness of legitimate transactions as permitted under 
the IRS Code. The transactions themselves are highly complex, in- 
volving accounting firms, major financial institutions, investment 
firms, and prestigious law firms. Not only are these participants 
necessary for the transaction, they provide the added benefit of 
making detection by the IRS difficult. Moreover, these entities pro- 
vide a veneer of legitimacy, for abusive tax shelters are, in fact, il- 
lusory and sham transactions with little or no economic substance, 
driven primarily for favorable tax consequences. 

There are three ovearching issues that these hearings will ad- 
dress. The first is the Internal Revenue Service’s ability to enforce 
the Nation’s tax laws. There is no doubt that our tax laws are very 
complex and give rise to different interpretations. The Service’s in- 
terpretation is not legally controlling, and taxpayers have the right 
to ignore it if they think a court will uphold their reading of the 
statutes and regulations. But the IRS does have a right to chal- 
lenge tax strategies it thinks are invalid. In order for the Service 
to challenge strategies and for the courts to rule, they must be 
aware of how taxpayers are applying the law. 

The Subcommittee’s investigation has uncovered evidence that 
the transactions studied here were deliberately desired to avoid 
detection by the IRS. Even an illegal strategy works if the govern- 
ment never finds out about it. Even more disturbing, the IRS has 
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specific rules that require the promoters of certain tax products to 
notify the IRS whenever a taxpayer uses one of them. This gives 
the IRS the opportunity to review how the taxpayer has applied 
law to his or her specific situation. 

Evidence suggests that the accounting firms knowingly evaded 
this requirement and that the IRS has not been as forceful in its 
administration of this registration requirement as it could be. 

When transactions are hidden from the government, it loses its 
ability to enforce the law. The perception can quickly arise that fair 
application of revenue statutes is a sucker’s game, that those who 
are rich and powerful ignore it or interpret it to their own benefit, 
and that only the average guy gets stuck with his full share. The 
system that relies primarily on voluntary compliance cannot afford 
to allow this perception to seem real. 

Second, for a long time both the accounting and legal industries 
have been justifiably proud of their professions. Both have held 
themselves up to the public as practicing a high standard of profes- 
sional ethics and giving the public honest access to a complex body 
of doctrine. Given the complexity of tax and accounting law, Ameri- 
cans with any wealth are increasingly dependent on professional 
advice in order to reconcile their personal interests with legal re- 
quirements. If clients cannot have absolute confidence in the accu- 
racy of the advice they get, these professions no longer will merit 
the high standard we have previously given them. 

This leads naturally to the third major theme of these hearings. 
We all know that an institution, especially one as large as the ac- 
counting firms appearing here today, cannot be held strictly re- 
sponsible for every action of all their employees. Individual workers 
often have motives and take actions that are directly contrary to 
the intentions of a company’s leaders. But because we foresee these 
conflicts, the existence of strong internal controls has become a key 
component of modern management practices. These controls are 
meant to ensure that no single employee or group of employees is 
allowed to subject the firm to a large amount of risk without the 
leadership’s approval. 

We will hear evidence that the internal controls that the account- 
ing and law firms seem to have had in place did not work. The peo- 
ple responsible for ensuring firm quality often raise serious ques- 
tions about the transactions we will discuss today. Yet it appears 
that their advice and recommendations were often disregarded in 
the effort to boost revenue. 

These three issues — the ability of the IRS to learn of aggressive 
tax strategies, the possibility of misleading advice to taxpayers, 
and the breakdown of internal controls — all raise serious issues 
about future policy toward the tax industry. I am hopeful that the 
information Senator Levin has helped us uncover will lead to posi- 
tive reforms. 

I look forward to hearing from our panelists this morning, and 
I especially look forward to Senator Levin’s questioning of the pan- 
elists. I know we will all learn a great deal today. 

With that, I will turn it over to the distinguished Ranking Mem- 
ber, Senator Levin. 
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OPENING STATEMENT OF SENATOR LEVIN 

Senator Levin. Thank you, Mr. Chairman, for your comments 
and for your support of this investigation that began a year ago 
when I was Chairman here, but has continued with the support of 
Senator Coleman. We are grateful for that and for what this is 
going to lead to, hopefully, as he points out. What we must point 
toward are a series of significant reforms if we are going to change 
the practices which we are going to hear described this morning. 

My statement is something of a long statement because I do 
want to set forth what these shelters are in detail so that we can 
understand them. I know I have the understanding of our Chair- 
man in proceeding this way. Normally I would try to limit an open- 
ing statement to 10 minutes, but this one could go 15 minutes or 
so, and I thank the Chairman for his understanding of that, even 
though we have a very difficult time schedule this morning. 

Unlike legitimate tax shelters, abusive tax shelters have no real 
economic substance. They are designed to provide tax benefits not 
intended by the tax code and are almost always convoluted and 
complex. Crimes like terrorism or murder or fraud or embezzle- 
ment produce instant recognition of the immorality involved. But 
abusive tax shelters are MEGOs — that means “my eyes glaze over.” 
Those who cook up these concoctions count on their complexity to 
escape scrutiny and public ire. 

The tax shelter industry is also fundamentally different than it 
was a few years ago. Instead of individuals and corporations going 
to their accountant or law firm and asking for tax planning advice, 
the engine driving the industry is now a horde of tax advisers cook- 
ing up one complex scheme after another, so-called tax products, 
generally unsolicited by clients, and then using elaborate mar- 
keting schemes to peddle these products across the country. 

In order to gain a deeper understanding of the issues involved 
in the marketing of these products, the Subcommittee conducted an 
in-depth case study examining four tax products designed, mar- 
keted, and sold by a leading accounting firm, KPMG, to individuals 
or corporations to help them reduce or eliminate their U.S. taxes. 
These four products are known to KPMG and its clients as BLIPS, 
FLIPS, OPTS, and SC2. 

We are releasing a 125-page Minority Staff Report today detail- 
ing what we found in these four case histories. ^ 

The testimony today will disclose a tawdry tale: A highly com- 
promised internal review and approval process at KPMG; highly 
aggressive marketing efforts to sell tax schemes aimed at pro- 
ducing paper tax losses; and schemes which attempt to disguise tax 
reduction scams as business activity, in the case of BLIPS, or a 
charitable donation, in the case of SC2. 

An excerpt from a long e-mail by a top KPMG tax professional 
on whether KPMG should approve BLIPS for sale to clients illus- 
trates the skewed priorities. He said that the decision on BLIPS 
came down to this: “My own recommendation is that we should be 
paid a lot of money here for our opinion since the transaction is 
clearly one that the IRS would view as falling squarely within the 
tax shelter orbit.” 


^The Minority Staff Report appears in the Appendix on page 145. 
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Being paid a lot of money for a dubious tax scheme — that is what 
it all comes down to. 

The testimony today will pull back the curtain on the pressure- 
cooker environment within KPMG to mass market its tax products 
to multiple clients. Again, one detail illustrates the extent of the 
problem: The full-fledged telemarketing center that KPMG main- 
tained in Fort Wayne, Indiana, and staffed with people trained to 
make cold calls to find buyers for specific tax products. The tele- 
marketing scripts, the thousands of cold calls made to sell the tax 
product known as SC2, the revisits to potential buyers who said no 
the first time, all show KPMG pushing its so-called tax products. 

The testimony today will also show the lengths to which KPMG 
went to hide its tax products and its sales efforts from the IRS. De- 
spite its 2003 inventory of 500 active tax products, KPMG has 
never registered and thereby disclosed to the IRS the existence of 
a single one of its tax products. It has claimed in court and to the 
Subcommittee staff that it is not a tax shelter promoter. 

Today’s testimony will disclose, however, that some tax profes- 
sionals within the firm advised the firm, to no avail, to register 
some of its products as tax shelters. 

You will also hear about improper tax return reporting by 
KPMG, file clean-ups, and other efforts to hide their activities from 
the IRS and public scrutiny. 

Finally, you will hear today and in the hearing on Thursday that 
in ventures as large and profitable as the marketing of these tax 
shelters, there were many professionals ready to join forces with 
KPMG to carry out the complex financial structures required to 
camouflage the tax schemes behind a facade of economic substance. 
These professionals included banks, which financed the loans for 
sham transactions designed to create a veneer of economic sub- 
stance; investment advisory firms, which cooked up phony financial 
transactions to create the appearance of a business purpose; and 
law firms, which wrote boilerplate legal opinions to justify dubious 
tax schemes and to shield taxpayers from penalties. 

With such a formidable array of talent and expertise, potential 
clients were persuaded to buy and use the deceptive shelters 
KPMG was peddling, and the U.S. Treasury was effectively de- 
frauded of taxes owed as a result. 

We are going to focus on two shelters, BLIPS and SC2. Let’s first 
look at BLIPS. We have some charts here on the screens, and some 
of you have, hopefully, charts in front of you.^ 

BLIPS stands for Bond-Linked Issue Premium Structure. Inside 
KPMG, BLIPS was called a “loss generator” because the intent of 
the tax product was to generate a paper loss that the buyer could 
then use to offset other income and to shelter that other income 
from taxation. 

For this example, we will suppose the BLIPS buyer — let’s call 
him the taxpayer — has a taxable gain or taxable income of $20 mil- 
lion that the BLIPS transaction is intended to shelter by creating 
a $20 million paper loss. 

On the first slide, we will see the first step is the BLIPS tax- 
payer setting up a shell corporation called a limited liability com- 


^See Exhibit No. la. which appears in the Appendix on page 371. 



6 


pany, or LLC. The taxpayer gives this shell company out-of-pocket 
cash equal to 7 percent of the $20 million paper loss that he wants 
to create. In this case, that means the taxpayer provides $1.4 mil- 
lion. This money will he used for fees for the firms that are part 
of this scheme and for an investment program set up as the fig leaf 
of economic substance to hide what is really a tax scam. 

On the next slide, we will see what happens next, which is a 
bank makes a so-called 7-year loan of $50 million to the shell com- 
pany, LLC. The BLIPS taxpayer agrees to pay an above-market in- 
terest rate on the loan, say 16 percent interest. Because he is will- 
ing to pay such a high interest rate, the bank also credits him with 
a so-called $20 million loan premium that is, not coincidentally, 
equal to the tax loss that the taxpayer is buying from KPMG. If 
the taxpayer later pays off the loan early, as planned, the bank will 
charge a prepayment penalty that, not coincidentally, will approxi- 
mate the loan premium and make sure that it is repaid. The bank 
credits the taxpayer’s account, which stays at the bank, with the 
$50 million so-called loan and the $20 million premium, for a total 
of $70 million. 

There are more wrinkles. For instance, in order to get the $70 
million, the taxpayer and the shell company have to agree to severe 
restrictions on how the loan proceeds can be used. And they must 
maintain collateral in cash or liquid securities in an account at the 
same bank equal to at least 101 percent of the loan and premium 
amount, meaning about $70.8 million. 

Now, think about that for a moment, because this collateral re- 
quirement is one key to understanding why this loan is a sham. A 
cash collateral requirement of 101 percent means that none of the 
loan proceeds can really be put at risk. That money, more than the 
amount of the loan itself, has to be kept safe in an account at the 
bank which, on paper, loaned it. 

The next slide: Enter Presidio. They are the investment advisory 
firm that works hand in glove with KPMG and handles a lot of the 
legwork of the transaction. Presidio directs two companies it con- 
trols — Presidio Growth and Presidio Resources — to participate in 
the transaction. 

Next, Presidio and the taxpayer’s shell company form a partner- 
ship called a strategic investment fund or SIF. The taxpayer’s shell 
company, that LLC, contributes all of its assets to the partnership: 
The $1.4 million in cash from the taxpayer and the $70 million 
credit from the so-called loan and loan premium. The Presidio com- 
panies contribute about $140,000. Based on these contributions, the 
taxpayer has a 90-percent interest and Presidio collectively has a 
10-percent interest in the strategic investment fund. 

The next slide: Here is the switcheroo. The shell company decides 
with the consent of the bank to assign or transfer the so-called 
bank loan to the fund. 

Next slide: Here comes the fig leaf. The fund takes the money it 
has and supposedly engages in foreign currency transactions. The 
fund takes the so-called loan proceeds, the $70 million, and simply 
converts them into euros and puts the euros in what one bank calls 
a synthetic dollar account. The fund also signs a contract to guar- 
antee that it can convert the euros back to the same number of dol- 
lars at no risk in 30 or 60 days. The fund also puts at risk a very 
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small amount of money, never more than what the taxpayer has 
contributed, by shorting foreign currencies pegged to the U.S. dol- 
lar. Not much of an investment program. 

While the BLIPS loan is supposed to last 7 years, every taxpayer 
that bought it, 186 out of 186, pulled out early, as planned. They 
quit. They pulled out because the point of BLIPS is not to invest 
money but to generate a paper loss for tax purposes before the end 
of the tax year. 

The last slide on BLIPS: Now we are at the unwind. At day 60, 
the taxpayer pulls out of the partnership. The partnership, the 
fund, repays the so-called loan to the bank, plus a prepayment pen- 
alty to cover the premium so that the whole $70 million is returned 
to the bank. The fund then distributes any remaining assets to its 
partners, which usually is little or nothing. The taxpayer’s $1.4 
million is usually gone, mostly in fees, but that is a price that he 
is more than willing to pay for the $20 million tax loss. 

Because of the way the loan was structured, KPMG told the tax- 
payer he can claim that his cost basis to participate in the partner- 
ship is equal to the $20 million loan premium and the $1.4 million 
in cash that he contributed to the partnership. That means he sup- 
posedly can claim a $21.4 million loss on his tax return. 

Now, if this does not make much sense to you, it is because the 
whole transaction is an elaborate concoction to create the impres- 
sion of economic substance. The taxpayer did not use the $70 mil- 
lion loan proceeds at all due to the collateral requirement. He 
parked that $70 million in a synthetic dollar account at the bank 
and used his own money to make a few safe currency transactions. 
He could have made those without any loan at all. The point of the 
loan was simply to generate a tax loss to shelter the taxpayer’s 
other income. 

KPMG approved BLIPS for sale in October 1999 and sold it to 
186 people until, in September 2000, the IRS listed it as a poten- 
tially abusive tax shelter. In 1 year, KPMG obtained at least $53 
million in fees, making BLIPS one of KPMG’s top revenue-pro- 
ducing tax products. 

Now let’s look at the second shelter, SC2, which stands for S Cor- 
poration Charitable Contribution Strategy. ^ 

An S corporation is organized under Subchapter S of the tax 
code, and its income is attributed to its shareholders and taxed as 
ordinary individual income instead of corporate income. Instead of 
generating a phony paper loss, this tax product generated a phony 
charitable donation. 

The first step is that KPMG approaches an existing S corpora- 
tion, usually owned by one person, with a purported charitable do- 
nation strategy. The corporation takes several steps to prepare for 
the SC2 transaction. First, assuming that the S corporation had, 
let’s say, 100 shares of common stock, on KPMG’s advice, the S cor- 
poration issues and distributes to its sole shareholder an additional 
900 non-voting shares plus 7,000 warrants to buy 7,000 more 
shares of the company stock in the future. The corporation also 
issues a non-distribution resolution stating that the company will 


^See Exhibit No. lb. which appears in the Appendix on page 379. 
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not distribute any of its income to its shareholders for a specified 
period of time, usually 2 or 3 years. 

Next, KPMG introduces the individual shareholder to a qualified 
tax-exempt charity, which KPMG has made a major effort to iden- 
tify, and the individual donates the 900 non-voting shares to this 
charity. The charity signs a redemption agreement with the cor- 
poration, which allows the charity to require the corporation to buy 
back the donated stock after a specified period of time, usually the 
same amount of time specified in the corporation’s non-distribution 
resolution. 

The redemption agreement and non-distribution resolution are 
the keys to understanding why SC2 is a sham. Everyone partici- 
pating in this situation knows from the outset that the stock dona- 
tion is not intended to be permanent. It is intended to be tem- 
porary. The clear understanding of all the parties is that the char- 
ity will be selling the donated stock back to the donor in a few 
years. 

But the appearance for the moment is that the S corporation now 
has two shareholders: The charity owns 900 non-voting shares, and 
the individual owns 100 voting shares and 7,000 warrants. 

On the next slide, we will see that for the next 2 or 3 years, 
while the charity is a shareholder in the S corporation, due to the 
non-distribution resolution the corporation allocates but does not 
actually distribute 90 percent of its net income to the charity and 
10 percent to the individual shareholder. 

The difference between “allocation” and “distribution” is critical. 
Under Federal tax law, an S corporation shareholder, unless tax- 
exempt, pays income tax on the net income “allocated” to it on the 
company books, not on the cash actually “distributed.” According to 
KPMG, that means that the 90 percent of company income allo- 
cated to the charity is tax-exempt, while the individual has to pay 
taxes on only the 10 percent allocated to him. That is true even 
though the charity often never sees a nickel of the money sup- 
posedly allocated to it and agrees, indeed, to forego that income. 

On the third slide, we will see the following: We are 2 or 3 years 
down the road after significant net income has been accumulating 
inside the company, when the charity’s redemption rights kick in. 
The charity sells back the 900 non-voting shares to the S corpora- 
tion for cash. While this cash payment pales in comparison to the 
amount of sheltered corporate income, because of the way the 
shares are valued, it is, nonetheless, a significant amount for the 
charity. 

Now the payout, the fourth slide. This is where the individual 
shareholder makes out. 

The charity has sold back its shares and is no longer a share- 
holder in the S corporation. All of the income that has been built 
up in the corporation for the last 2 or 3 years is distributed to the 
individual shareholder. KPMG advises him that on the 90 percent 
of the income allocated to the charity previously, which is now his, 
he can claim the income is capital gains, taxable at the lower cap- 
ital gains rate, rather than the higher ordinary income rate. 

KPMG approved SC2 for sale in March 2000, and over the next 
2 years sold it to about 58 corporations. This tax product became 
one of KPMG’s top tax products in the years 2000 and 2001, gener- 
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ating more than $28 million in fees for the firm. KPMG discon- 
tinued the sales in late 2001. In early 2002, the IRS asked KPMG 
to produce documents related to SC2 and is now reviewing the 
product. 

We may hear this morning that KPMG has seen the light, and 
that it and the other large accounting firms no longer develop and 
sell these types of aggressive shelters. Let’s hope that is the case. 
However, the report that we are releasing today depicts a powerful 
engine going at full speed, developing and selling 500 active tax 
products at KPMG as of February 2003. That was the response 
date for the subpoena of this Subcommittee. 

Having claimed all during this year to my staff that these tax 
products are legitimate, KPMG’s prepared testimony today is that 
the firm not only has turned off, but dismantled, that 500-cylinder 
engine. 

List me as skeptical. I am simply afraid we cannot trust the in- 
dustry to police itself 

We need to take strong and forceful action to stop the pilfering 
of our treasury and the damage to the credibility of our tax system. 
We need stronger penalties on tax shelter promoters, an end to 
auditor conflicts of interest, a better economic substance test, and 
more enforcement dollars for the IRS to go after tax shelter pro- 
moters and their abusive schemes. These and other actions are out- 
lined in the report that my staff has released today. 

These reforms are, of course, only part of the answer. The firms 
involved in designing, hawking, and implementing these dubious 
tax products need to restore professional pride. KPMG now says it 
has stopped selling aggressive tax products. Pricewaterhouse Coo- 
pers has withdrawn from a number of transactions and refunded 
some client fees. Ernst & Young says it will no longer market cer- 
tain transactions to its public company audit clients and will re- 
quire those clients to obtain audit committee approval before Ernst 
& Young will sell tax shelter services to their executives. That is 
a start. 

The engine of deception and greed needs to be turned off, dis- 
mantled, and consigned to the junkyard where it belongs. That is 
what happened after the Enron collapse. Exposure helped put an 
end to some deceptive financial scams. If that is the result of this 
investigation, it will move the production and promotion of abusive 
tax shelters out of big business, although it may well be picked up 
by fly-by-night hucksters from whom such behavior is less sur- 
prising. 

Again, my thanks to you, Mr. Chairman, for your great support 
of this effort. 

Senator Coleman. Thank you. Senator Levin. Senator Lauten- 
berg, would you like to make an opening statement. 

OPENING STATEMENT OF SENATOR LAUTENBERG 

Senator Lautenberg. Yes, thanks very much, Mr. Chairman, 
and I commend you for holding this hearing today and Thursday 
regarding the tax shelter industry. These are particularly timely 
subjects to review, and if Senator Levin had not so artfully de- 
scribed the way you do it — and maybe sent some people out of the 
room looking for a way to fulfill the pattern that you have de- 
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scribed — I learned something this morning, and it is a very tough 
situation that we find ourselves in. 

Over the past few years, our economy has been racked by cor- 
porate and accounting scandals so big and previously unimagi- 
nable, and I come out of the corporate world and remember expres- 
sions like the Big Eight, diminished to certainly lesser status and 
prestige and respect that these large firms had. But in many cases, 
they turned out to be conspirators with companies like Enron that 
have gone belly up. People lost their jobs, their life savings, their 
retirement savings, and their faith in the fundamental fairness of 
our stock market. 

The situation worsens as we look at other organizations getting 
into places like the mutual fund industry, the New York Stock Ex- 
change itself, all talking about concealing the truth from the public, 
hiding things. And that is where we are when we look at what has 
happened here with tax sheltering. 

The marketing, the use of questionable, even abusive tax shelters 
for individuals with very high incomes evolved, and many of the 
questionable tax shelters at issue today were created during the 
biggest, longest economic expansion in our Nation’s history. I will 
assume that the witnesses will confirm that the economic good 
times during the mid and late 1990’s created such wealth that 
there was enormous pressure to find new ways to shelter that 
wealth. So a veritable army of the best and the brightest account- 
ants, lawyers, and investment bankers went to work on behalf of 
their high net worth clients. 

I was a corporate Chief Executive Officer for many years, and my 
company, ADP, did very well, but I am a bit old-fashioned because 
I believe that the better you do, the more taxes you should pay, not 
less. So much for progressivity. 

How much money are we talking about? According to the Gen- 
eral Accounting Office and the Internal Revenue Service database, 
tracking unresolved abusive tax shelter cases over a number of 
years, estimates potential tax losses at about $33 billion from listed 
transactions, and another $52 billion from non-listed but question- 
able transactions. That is $85 billion. I want to put it in perspec- 
tive. We just borrowed $87 billion from future generations to pay 
for the ongoing war and reconstruction in Iraq. It may be said that 
these tax shelters complied with tax laws and IRS regulations, but 
I think there is something inappropriate, to say the least, about 
how much time, energy and expertise is helping to save some of our 
very richest to hide more of their multimillion dollar income from 
taxation when we are notably short of funds to meet our national 
obligations, especially with young men and women in harm’s way 
who do what they do regardless of some of the economic loss that 
they experience as a result of being away from their jobs, away 
from their community, and away from their families. 

A few weeks ago I participated in a panel discussion in New 
York City hosted by Atlantic Monthly Magazine on the future of 
corporate America. There were two current CEOs also on the 
panel, and they complained about the burdens imposed upon them 
by the Sarbanes-Oxley Corporate Accountability Bill that Congress 
passed last year. My response was simply: If you tell the truth, 
then it would not have been necessary to develop the strict regime 
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that says everybody has to report along the way about what the re- 
sults were. The fact of the matter is that if industry and the profes- 
sionals associated with it outside of the companies, outside of the 
firms that are creating and marketing these tax shelters, if they 
will not police themselves, then the Congress is going to do it for 
them. They will not sit by while greed-fueled corporate malfeasance 
wipes out jobs, savings, and lives. 

Today’s hearing raises questions about the accounting industry’s 
role in devising and peddling tax shelters, and I hope that it is 
going to shed some light on the useful things that Congress might 
do with regard to definitions, disclosure requirements and in- 
creased penalties. Clearly though, the primary responsibility for 
cracking down on abusive tax shelters rests with the accounting 
profession itself, and I am heartened by the response of some firms, 
particularly Ernst & Young, to this scandal. But we have a long 
way to go to fix this mess. 

I thank you, Mr. Chairman, for holding the hearing. 

Senator Coleman. Thank you. Senator Lautenberg. 

I would now like to welcome our first panel to today’s important 
hearing. Debra Petersen, tax counsel with the California Franchise 
Tax Board; Mark Watson, a former partner with KPMG’s Wash- 
ington National Tax Practice; and finally Calvin Johnson of the 
University of Texas at Austin’s School of Law. For the record, let 
me mention that Mr. Watson is appearing before the Subcommittee 
this morning under Subcommittee subpoena. 

I thank each of you for your attendance at today’s hearing and 
look forward to hearing your testimony. 

Before we begin, pursuant to Rule 6, all witnesses who testify be- 
fore this Subcommittee are required to be sworn. At this time I 
would ask you to please stand and raise your right hand. 

Do you swear that the testimony you are about to give before the 
Subcommittee will be the truth, the whole truth, and nothing but 
the truth, so help you, God? 

Ms. Petersen. I do. 

Mr. Watson. I do. 

Mr. Johnson. I do. 

Senator Coleman. I would note that we are using a timing sys- 
tem today. When you see the lights go from green to yellow, yellow 
means getting close to quitting and red means that it is time to 
quit. I would like to limit the testimony to 5 minutes, but your en- 
tire prepared testimony will become part of the official record. 

So with that, Ms. Petersen, we will have you go first this morn- 
ing, followed by Mr. Watson, and finish up with Mr. Johnson. After 
we have heard all the testimony, we will turn to questions. 

Ms. Petersen, you may proceed. 

TESTIMONY OF DEBRA S. PETERSEN, i TAX COUNSEL IV, CALI- 
FORNIA FRANCHISE TAX BOARD, RANCHO CORDOVA, CALI- 
FORNIA 

Ms. Petersen. Thank you, Mr. Chairman. I am testifying today 
on behalf of Controller Steve Westly and the California Franchise 
Tax Board. On their behalf, I would like to thank you for this op- 


^The prepared statement of Ms. Petersen appears in the Appendix on page 275. 
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portunity to give testimony on some of the most egregious tax 
scams that we have ever seen. 

In recent years the Franchise Tax Board has seen a gross pro- 
liferation of abusive tax schemes and tax shelters that have been 
aggressively marketed to taxpayers. We have been appalled at the 
positions taken to justify these transactions and schemes. These 
are designed and sold as tax-saving strategies and are veiled with 
a limited technical reading of the tax law and a flimsy excuse for 
a valid business purpose. The transactions are designed to create 
artificial losses and to make use of losses and deductions a second 
time. 

Based on the GAO’s report that you have mentioned, the $85 bil- 
lion report, we estimate that California’s share of that $85 billion 
is $3.5 billion. So California is very concerned about abusive tax 
shelters, and we are dedicated to cracking down on tax sheets and 
abusive tax shelters. 

In the words of Controller Steve Westly, “California loses hun- 
dreds of millions of State tax dollars each year as a result of these 
sophisticated tax schemes. This is legitimate tax money owed to 
the State of California that funds our schools, helps our elderly, 
and fuels our emergency and transportation services. With a record 
deficit currently plaguing our State, we are very motivated to pur- 
sue these cases.” 

We have already taken a number of steps to curb the promotion 
and use of these tax avoidance schemes. First of all, in 1998 we 
rolled out a computer program system that would help us to trace 
the flow-through of pass-through entity income to the ultimate per- 
son that should be reporting that income. 

Then on September 13, 2003, the State of California, along with 
33 other States, signed a memorandum of understanding with the 
Small Business Self-Employed Operating Division of the Internal 
Revenue Service. We have been, and will continue to cooperate 
with the Internal Revenue Service in the identification and audit 
of tax shelters. 

In October 2003, the Governor of California signed into legisla- 
tion a bill that provides for reporting requirements, increases exist- 
ing penalties, and imposes new penalties for tax shelters. Our new 
law provides for a voluntary compliance initiative, wherein tax- 
payers who voluntarily file amended returns and pay the full 
amount of the tax and interest related to tax shelter benefits 
claimed on their return can avoid the new and increased penalties. 
We are hoping that many taxpayers will be wise and take advan- 
tage of the voluntary compliance initiative, especially since we plan 
not to settle tax shelter issues. Our bill was modeled after the Tax 
Shelter Transparency Act, and we hope that Congress will pass 
this legislation at the Federal level in the near future. 

We also passed legislation that would shut down one of the most 
egregious tax avoidance scams that we have ever seen. We saw 
banks form solely-owned registered investment companies for the 
purpose of paying no State income tax on their earnings on their 
loan portfolios. Contrary to the spirit and the intent in the Invest- 
ment Act of 1940, they have registered these companies solely to 
avoid State income tax. We worked in cooperation with the Securi- 
ties and Exchange Commission on that issue. 
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Our Executive Director, Gerald Goldberg, chairs the Corporate 
Income Tax Shelter Working Group of the Multistate Tax Commis- 
sion. Some of the goals of the working group is to share informa- 
tion among the States regarding tax shelters and abusive tax 
transactions, and to develop anti-abuse legislative tools. Apart from 
the MTC, the State of California has been working directly with 
several States to coordinate information about State level tax shel- 
ters that we have encountered. 

While we are pleased with the progress that we have made to 
identify and close down tax shelters, we think that more needs to 
be done in order to prevent creative minds from formulating new 
shelters and schemes that circumvent tax laws. We need to focus 
more on promoters and tax return preparers who sign tax returns 
without proper disclosure, and in some cases attempt to bury trans- 
actions on tax returns. Imposing penalties, however stiff, is not 
good enough. The preparers count on the audit lottery. Even 
disgorgement of the profit made on the transaction is not enough 
to discourage these practices. If the preparer is caught 1 in 10 
times, then 9 out of 10 times they win. So even if they have to pay 
back $1 million out of $10 million that they earned on the pro- 
motion of a shelter, they still come out $9 million ahead. In addi- 
tion, the firms very often have insurance to cover themselves on 
these transactions. 

Second, we would like to see the registration exemptions be ex- 
amined to see whether they should be removed for these types of 
transactions. Requiring registration of the 1933 Act and other acts 
will provide disclosure of more information about the transactions 
and will cost the promoter more. The fact that the tax laws re- 
quired registration under the Investment Act of 1940 in order to 
conduct the scam that they were trying to do with their loan port- 
folios enabled us to see that transaction at an early stage, and were 
able to shut it down. 

Senator Coleman. Ms. Petersen, I ask if you could summarize 
here. 

Ms. Petersen. Sure. We would also like to see some whistle- 
blower statutes to encourage good and honest people to come for- 
ward with information that would help us to find these shelters. 

Finally, we need to beef up the enforcement agencies. We had 
one prominent California tax litigator note that the reason that we 
were seeing so many shelters is that “the enforcer had backed off.” 
Clearly we need to have enforcement activity in order to encourage 
self-compliance. 

Senator Coleman. Thank you, Ms. Petersen. Mr. Watson. 

TESTIMONY OF MARK T. WATSON, i FORMER PARTNER, WASH- 
INGTON NATIONAL TAX PRACTICE, KPMG, LLP, WASH- 
INGTON, DC 

Mr. Watson. Chairman Coleman, Senator Levin, and Members 
of the Subcommittee, good morning. 

My name is Mark Watson. I am here today to provide informa- 
tion to the Subcommittee regarding my experience working at 
KPMG. In particular, I understand that the Subcommittee wants 


^The prepared statement of Mr. Watson appears in the Appendix on page 285. 
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me to address certain tax strategies that were approved and imple- 
mented during my tenure at KPMG. 

Before answering the Subcommittee’s questions, please let me 
give a brief description of my background and my role at KPMG. 
I am a graduate of Texas A&M University, where I received a 
bachelor’s degree in finance and a master’s degree in tax. 

In 1992, I joined KPMG as a staff accountant in their personal 
financial planning practice, and I was located in the Houston, 
Texas office. In 1994, I came to Washington on a 2-year rotation 
in KPMG’s Washington National Tax Practice, which was the 
group responsible for providing technical tax support to KPMG’s 
field offices. In 1996, I moved to KPMG’s Dallas Field Office, where 
I continued to work in the personal financial planning practice. 
KPMG promoted me to partner in 1997. 

I returned to Washington in 1998 as the partner in charge of the 
Personal Financial Planning Group within the Washington Na- 
tional Tax Practice. I developed significant experience in the areas 
of individual income tax, fiduciary income tax, and estate and gift 
taxes, as these were the areas of focus for the Personal Financial 
Planning Group at that time, and that group provided technical tax 
support to KPMG’s field offices regarding those matters. 

Also at around this time, KPMG’s Washington National Tax 
Practice assumed the additional role of participating in the review 
and analysis of potential tax strategies that were to be sold and 
marketed to KPMG clients and others. 

When I was in the Washington National Tax Practice I reported 
to Phil Wiesner, who was the partner in charge of that practice at 
that time. I also reported to Doug Ammerman, who was the part- 
ner in charge of IffMG’s Personal Financial Planning Practice. 
During this time the Personal Financial Planning Group of the 
Washington National Tax Practice was comprised of approximately 
eight individuals, and I was responsible for supervising those indi- 
viduals. 

In the summer of 2000, KPMG transferred me out of the Wash- 
ington National Tax Practice on a 2-year overseas assignment. 
After I completed that overseas assignment, rather than return to 
a position in the Personal Financial Planning Practice, I decided to 
leave KPMG. Today, I continue to work in the tax area, focusing 
on estate planning. 

I would now be happy to address any questions that the Sub- 
committee may have. 

Senator Coleman. Thank you. Mr. Johnson. 

TESTIMONY OF CALVIN H. JOHNSON, i ANDREWS & KURTH 

CENTENNIAL PROFESSOR, THE UNIVERSITY OF TEXAS AT 

AUSTIN SCHOOL OF LAW, AUSTIN, TEXAS 

Mr. Johnson. My name is Calvin Johnson, and I teach tax and 
accounting at the University of Texas in Austin. 

My general conclusion is that tax shelters have done real damage 
to the national tax system. Former IRS Commissioner Charles 
Rossotti, said that the IRS is losing the war on tax compliance. 
Some 80 percent of the most sophisticated taxpayers are avoiding 


^The prepared statement of Mr. Johnson appears in the Appendix on page 286. 
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their share of tax, he said. And I think that the figures support 
that assessment. Real or effective tax rates are running at a max- 
imum of 10 percent for corporations and investors, and these are 
the people that Congress wants to and needs to tax at 35 percent. 
The tax system is not in healthy shape. 

Every day a cadre of well-trained, well-paid, highly-motivated tax 
professionals have been launching vicious attacks on the tax base, 
and they have done considerable damage. KPMG charged over $80 
million for its BLIPS and SC2 shelters. We can be confident that 
they destroyed many times that in terms of tax. Uncle Sam seems 
to be losing the war against tax shelters. 

I have two short comments on remedies. The first one is on retro- 
activity. KPMG sold a shelter called BLIP or Son of Boss, which 
depended upon the creation of artificial accounting losses by having 
real liabilities, real economic liabilities assumed, be ignored for tax 
purposes. The tax law was said to be blind to the assumption. Con- 
gress fixed the problem by retroactive amendment of the Internal 
Revenue Code, and then Treasury fixed the specific problems of 
BLIPS with a retroactive amendment to the regulations going back 
for 4 years. 

I applaud the retroactive cure. The statute that BLIPS attacked 
was drafted by the best minds in the country right before the Inter- 
nal Revenue Code of 1954, spending a lot of time and deliberation 
on this system. Sometimes a vicious attack like BLIPS opens up a 
hacker’s windows in the best-designed system in the world. Some- 
times it does not, but the litigation is required and the long war 
of litigation prevents full enforcement of the law. Congress has to 
react by fixing the hole retroactively. 

I hope that the Treasury and the Congress will also fix the so- 
called SC2 shelter retroactively to deny all of KPMG’s customers 
any tax benefits. SC2 creates a second class of stock which sub-S 
corporations are prohibited to have because it tries to separate the 
tax on the income from the ownership of the underlying capital. 
SC2 also separates the tax from the real economic ownership of the 
income. 

Going beyond the specific shelters, I would hope that the IRS 
and Congress would set up a joint institution to conduct legislative 
audits. The office would have the duty of fixing the tax law when 
the shelters have ripped it open. Litigation is a long and ugly proc- 
ess. Far better to cure the rips the shelters have caused by retro- 
active fixes. 

My second comment is on auditor independence. An auditor, a 
CPA, has to have an attitude of extraordinary skepticism, even 
hostility, to the firm that it is auditing. Nothing else will satisfy 
the zealous loyalty to investors and to the capital markets that 
CPAs must have. In this post-Enron world, CPAs cannot be offer- 
ing tax shelters or business advice. The CPAs are trying to be both 
the cop, the FBI Task Force, and also the consigliore to the very 
same don, to the very family at the very same time, and it does 
not work. They are not helping the public investors in the capital 
market. 

The remedy is simple. Firms auditing SEC statements need to 
separate their auditing and advising functions into two unrelated 
companies by spinoff or sale. In fact, I believe that under current 
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law, the Sarbanes-Oxley Act, accounting committees may not ap- 
prove for the sale, the purchase of a tax shelter from their auditing 
CPA. It is a violation of their duty to ensure independence and 
none of them should ever be approved. I think the auditing com- 
mittees are going to face personal liability every time they say yes 
to these under any circumstances. 

Thank you very much. 

Senator Coleman. Thank you very much. Professor Johnson. 

Professor Johnson, my first question will be to you. How would 
you grade Senator Levin’s description of BLIPS? [Laughter.] 

Mr. Johnson. I thought it was superb. This man can come down 
and teach my class, and bump me for a while. 

Senator Coleman. Thank you. 

Senator Levin. I was going to say thanks for asking, but I was 
not sure what the answer was. 

Mr. Johnson. I’m on your side. 

Senator Coleman. Ms. Petersen, in your prepared testimony you 
talked about BLIPS transactions lacking economic substance. Can 
you further explain that? What does it mean to lack economic sub- 
stance? 

Ms. Petersen. Economic substance has a number of tests that 
you look at. One is that there are no economic advantages other 
than the tax savings. The tax benefits outweigh the economic risks 
and the potential profit, and third, that there’s no business purpose 
separate from the tax consequences. So usually there’s just no jus- 
tifiable business purpose for the transaction other than to reduce 
taxes, and the transaction usually lacks the potential to generate 
a profit. 

Senator Coleman. We focused today on BLIPS and SC2. Clearly 
though there are a range of these schemes that are out there: 
COBRA, which was marketed by Ernst & Young; Son of Boss, 
which was marketed by Pricewaterhouse Coopers. Do they all bear 
the general characteristics that you testified to today? 

Ms. Petersen. Yes. In each of those cases you can see where 
they’re trying to create an artificial or non-economic loss, and very 
often they will use different mechanisms to be able to inflate, in 
those situations, the basis of a pass-through entity, so that the 
owner gets a higher basis than they should normally be entitled to 
without any risks, and then they go and claim that as a loss when 
they dispose of the 

Senator Coleman. So you have it within the industry — first, let 
us back it up. People made a lot of money in the 1990’s. 

Ms. Petersen. Yes. 

Senator Coleman. There is a lot of cash out there. And you have 
within the industry, either a loophole in the law or blinders on the 
law enforcers. A whole industry is saying, we can come up with 
ways in which there is very little risk, but an opportunity to write 
off massive loss. Would that be an accurate assessment? 

Ms. Petersen. That is correct. 

Senator Coleman. Aside from holding the tax preparers account- 
able, how do we prevent this? Many of these firms have come and 
said, we do not do this any more, they have acknowledged this as 
headed down the wrong path — but how do we stop this tomorrow? 
What is it that we need? You talked about a Taxpayer Trans- 
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parency Act. Would it be your testimony that a Taxpayer Trans- 
parency Act are things that we can do to prevent this in the fu- 
ture? 

Ms. Petersen. Yes, very definitely that would help, but we 
would also like to see — I think Mr. Johnson may have touched 
upon this — Sarbanes-Oxley Act, that same concept, extended to tax 
return preparers, to say, if you’re going to sell and market these 
shelters, then you cannot sign the tax return for the taxpayer in- 
vestor that’s claiming those. You need to send them to another 
firm. Let another firm take an independent look at the transactions 
and make the adequate disclosures on there. 

We would like to see some sort of a licensing or registration of 
tax return preparers, because until you are able to take away their 
ability to do their profession, if you’re only looking at penalties, 
they’re going to continue to do what they do as long as economi- 
cally it makes sense to do that. 

And we would like to see the ethical standards raised for tax pre- 
parers. Right now they have this idea that as long as it’s not illegal 
or there’s nothing that blatantly tells them you cannot do this par- 
ticular thing, they’re going to go ahead and try and take those posi- 
tions, and so we really need to have them come up on their stand- 
ards and try to support the whole spirit and the purpose of the 
laws. 

Then we’d like to see publication of a list of opinion providers, 
whose opinions are really inadequate. Sometimes these opinions 
mislead the person that they’re giving the opinion to, to think that 
they’re going to be able to avoid penalties, when the reality, they’re 
kind of circular. They rely strictly on the taxpayer making rep- 
resentations. And that’s how the opinion is given. So we would like 
to see, as we find these firms that give faulty opinions, to publish 
that, let the public be put on alert that they can’t rely on those 
opinions issued by those firms. 

We also see great abuse with the fee structure. Some of the firms 
use contingency fees, meaning up front they’ll go in and sell the 
work that they’re going to do and say, we’ll take a percentage of 
the benefits that you get derived from that 

Senator Coleman. You have any problem with firms marketing 
SC2? I mean my sense is that with SC2 in particular, they are 
doing cold calling out there to Subchapter S corporations. You have 
a concern with that? 

Ms. Petersen. Yes. You’re talking about companies that prob- 
ably wouldn’t otherwise be looking to get in these types of invest- 
ments, now feeling the pressure that everybody’s doing this, that 
they ought to take advantage of this, and they might not have oth- 
erwise thought of this. 

Senator Coleman. Let me ask you one other question. What is 
the culpability to the taxpayer in these schemes? 

Ms. Petersen. Well, the taxpayer is going to have to pay back 
the amount of tax that they sheltered, that was incorrectly shel- 
tered, and then they’re going to also be subject to potential pen- 
alties. Right now California probably has stiffer penalties than the 
Feds do because we enacted our legislation and you haven’t enacted 
that yet. 



18 


Senator Coleman. But do you absolve them of culpability if they 
have an opinion from their accounting firm, they have a legal opin- 
ion, typically from a law firm in these cases — and we are going to 
examine that more on Thursday — in spite of that, do they still have 
culpability? 

Ms. Petersen. They may, because even though they might try 
to rely on the opinions, if the opinion is faulty or if it is issued by 
someone that has promoted that particular shelter, we’re going to 
look at it and say that your reliance is invalid and that you can’t 
do that. 

Senator Coleman. Mr. Watson, I want to focus a little bit on 
your knowledge of and involvement in dealing with BLIPS in par- 
ticular. Did you have a chance to review the BLIPS transactions 
when this concept was being developed? 

Mr. Watson. Yes, I did. 

Senator Coleman. Who was responsible? I presume there had to 
be some discussion, when you were establishing something like 
BLIPS, somebody had to be saying, well, is it legal? Is it not legal? 
Can you talk to me how that worked within the firm? 

Mr. Watson. Sure. Perhaps I should just overview the process 
that we went through to review and approve BLIPS. BLIPS was 
one of the first tax strategies that was put through KPMG’s newly- 
structured review process, and that new review process was imple- 
mented probably in the fall of 1998. The review process involved 
KPMG’s Washington National Tax Office, the Tax Innovation Cen- 
ter, which was recently created, and KPMG’s Department of Pro- 
fessional Practice. 

The Washington National Tax Office’s role was to review, and if 
possible, approve a tax strategy based on the applicable tax law. 
So that’s where the legal analysis was made. 

The Tax Innovation Center was there to really facilitate the re- 
view process in the sense of making sure that adequate resources 
were available and then participating or helping with the develop- 
ment of marketing materials and the deployment of approved strat- 
egies. 

And finally, the Department of Professional Practice’s role was to 
determine that, if a tax strategy was approved by the Washington 
National Tax Office, whether the business risks associated with 
that strategy were appropriate for KPMG to be involved with, and 
they also made sure that the auditor independence rules were suffi- 
ciently addressed. 

So that’s how we went through the review process. We really had 
three different groups looking at the various issues, both from a tax 
standpoint and from a business risk standpoint. And to answer 
your question, yes, these issues were debated, they were examined 
at some length. And in fact, the review process with BLIPS offi- 
cially started on February 11, and after numerous meetings, nu- 
merous e-mail messages and hundreds of hours of tax research, it 
was finally approved around May 10, 1999. 

Senator Coleman. According to judicial precedent, there must be 
reasonable opportunity to earn pre-tax profit. Do you believe that 
the BLIPS transaction allowed for this, and if not, why not? 

Mr. Watson. That was my primary concern with the BLIPS 
transaction. I was never comfortable that BLIPS provided a reason- 
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able opportunity to make a reasonable pre-tax profit, and I didn’t 
believe that it could make a reasonable pre-tax profit primarily be- 
cause of what Senator Levin disclosed in his opening statement, 
that very little of the proceeds were going to be invested in a man- 
ner that could generate a sufficient rate of return. 

Senator Coleman. And you in fact sent out an e-mail raising this 
issue; is that correct? 

Mr. Watson. Yes, sir, that’s correct. 

Senator Coleman. I have a copy of it. It is Exhibit 80, ^ and if 
staff could give Mr. Watson a copy. It is an e-mail dated Wednes- 
day, May 5, 1999, 9:21 a.m. In that you say, “According to Presidio, 
the probability of making a profit from this strategy is remote, pos- 
sible but remote. Thus, I don’t think a client’s representation that 
they thought there was a reasonable opportunity to make a profit 
is a reasonable representation. If it isn’t a reasonable representa- 
tion, our opinion is worthless.” 

Can you talk to me about Presidio’s role? Did you have an opin- 
ion from Presidio as to what they thought of this transaction? 

Mr. Watson. Yes. This e-mail message was the result of a meet- 
ing that I attended on April 30 and May 1, 1999, where Presidio, 
members of Presidio, were present to explain the investment strat- 
egy, in essence, to the partners who were going to be selling this 
transaction. 

Senator Coleman. Can you explain again Presidio’s involvement 
in the transaction? 

Mr. Watson. Presidio was the investment adviser. They ar- 
ranged for the investment side of this transaction to take place. 

Senator Coleman. In the KPMG tax opinion that I have had a 
chance to review. Presidio represents there is a reasonable oppor- 
tunity for pre-tax profit. My question is, does this representation 
seem credible based on the May 5 e-mail? 

Mr. Watson. It did not seem credible to me, no. 

Senator Coleman. Can you explain how they got there? 

Mr. Watson. Senator, I don’t know how they go there on this 
issue. This was my primary concern and the reason I continually 
raised the issue with Mr. Wiesner and Mr. Smith, but they decided 
that this was a reasonable representation and that the opinion let- 
ter could be issued. 

Senator Coleman. I also understand that you were concerned 
about who was the borrower in the BLIPS transaction and the fact 
that the bank required the loan to be paid in 60 days. Can you ex- 
plain the significance of these issues and why you feel they nega- 
tively impacted KPMG’s ability to issue an opinion to its clients? 

Mr. Watson. Well, the who’s the borrower issue really related to 
whether you could get the basis with respect to the premium, in 
other words, the $20 million loss that Senator Levin described. We 
were concerned that the individual taxpayer would not be treated 
as the true borrower, but rather the investment fund itself would 
be treated as the true borrower, because the bank really had sig- 
nificant restrictions on the use of the money. It was just really 
transferred from one account at the bank to another account at the 
bank in a very short period of time. So we feared that an easy at- 


^ See Exhibit No. 80 which appears in the Appendix on page 664. 
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tack on this transaction was for the IRS to just argue that the tax- 
payer never really borrowed the money, and therefore there is no 
basis for which to claim a loss. 

Senator Coleman. Were these concerns ever resolved to your sat- 
isfaction? 

Mr. Watson. Not to my satisfaction, no, and nor to Mr. Rosen- 
thal’s satisfaction, who expressed some significant concerns specifi- 
cally on who’s the borrower issue. 

Senator Coleman. Two other questions, three questions. Who is 
Larry DeLap? 

Mr. Watson. Mr. DeLap was the partner in charge of KPMG’s 
Department of Professional Practice for the tax practice at that 
point in time. 

Senator Coleman. Do you recall a telephone conversation with 
Larry DeLap, during which you indicated to him that all of your 
concerns were resolved regarding the BLIPS transactions? 

Mr. Watson. I don’t recall that conversation. Senator. It may 
very well have taken place, and in fact, I will assume that it took 
place, but I’m quite certain that I did not tell Mr. DeLap that I was 
comfortable with the BLIPS transactions or that all my concerns 
had been resolved, and in fact that’s completely inconsistent with 
the e-mail messages that I wrote both before and after the date of 
this purported conversation. 

Senator Coleman. The last question, and we will do another 
round. Do you consider it unusual for KPMG to go forward with 
the strategy despite the fact that several technical partners, your- 
self, apparently Mr. Rosenthal, had significant problems with it, 
and if so, why do you believe they went forward with it anyway? 

Mr. Watson. Well, I was disappointed with the decision, but 
again, a lot of people were involved in this review process, a lot of 
smart partners with significant experience, including Mr. Wiesner, 
Mr. Smith, Mr. DeLap, and Mr. Eischeid. And so, when they de- 
cided that, despite our reservations, despite our concerns, to move 
forward, there was really nothing left for me to say. 

Senator Coleman. Senator Levin. 

Senator Levin. Let me go through some of those e-mails with 
you. On May 7 and May 10, you and Mr. Rosenthal, that is Steve 
Rosenthal, met with Mr. Wiesner and Mr. Smith to discuss your 
concerns. Mr. Wiesner announced apparently at that point that the 
decision was made to move forward with BLIPS. What took place 
at those meetings? Did you express your problems with this BLIPS 
deal? 

Mr. Watson. I recall that we met to discuss my concerns and 
Mr. Rosenthal’s concerns regarding economic substance and who 
was the borrower. I wouldn’t describe the meeting as a substantive 
conversation, but we did lay out our concerns, and Mr. Smith and 
Mr. Wiesner did respond with why they thought it was not a prob- 
lem, cited some cases, which Mr. Rosenthal later researched and 
replied that he was still not comfortable with the who’s the bor- 
rower issue. 

Senator Levin. There are two distinct problems that you had, is 
that correct? One was who was the borrower. 

Mr. Watson. Correct. 
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Senator Levin. It was your conclusion that there were grave 
doubts that the borrower here was the taxpayer; is that correct? 

Mr. Watson. I was concerned about that, yes. 

Senator Levin. When you say you were concerned, you indicated 
in your e-mails and otherwise, as I understand it, that the bor- 
rower here was really effectively the partnership if there was any 
loan at all. Is that correct? 

Mr. Watson. That’s what I was afraid of, yes, that the conclusion 
would be that the partnership borrowed the money and not the in- 
dividual taxpayer. 

Senator Levin. That would be because? 

Mr. Watson. That would be because the bank controlled the 
funds and the taxpayer actually never received the funds. 

Senator Levin. There was, in addition to that question — assum- 
ing there was a loan, who was the borrower — there was the under- 
lying question of whether or not there was a loan at all. Is that cor- 
rect? 

Mr. Watson. Yes. That was a concern as well, whether this was 
truly a bona fide loan. 

Senator Levin. The reason that you had doubts about that was 
because? 

Mr. Watson. Again, because of the significant restrictions placed 
on the loan proceeds. 

Senator Levin. Would you list those restrictions? 

Mr. Watson. I think you adequately listed it. It was the collat- 
eral requirement that was contained in the loan documents that in 
essence prohibited those loan proceeds from being invested in any 
manner other than money market type instruments. 

Senator Levin. The collateral requirement was for how much? 

Mr. Watson. At least 101 percent, if I recall correctly. 

Senator Levin. Ms. Petersen, let me ask you about both BLIPS 
and SC2. Before I do that, let me just go back. 

Is it fair to say, Mr. Watson, without going through all of the e- 
mails, that you expressed your problems with BLIPS on a number 
of occasions in a number of ways to Mr. Wiesner, Mr. Eischeid, and 
Mr. DeLap? 

Mr. Watson. Yes, sir, it is, numerous times. 

Senator Levin. Now let me go to Ms. Petersen. 

I want to get yours and the other witness’s quick assessments of 
the two tax products that we are focusing on here today, BLIPS 
and SC2. In your opinion, do these two tax products comply with 
Federal tax law? 

Ms. Petersen. No. 

Senator Levin. Mr. Watson. 

Mr. Watson. I think they comply with a technical reading of 
Federal tax law, yes. I did not think these were fraudulent trans- 
actions. But as to BLIPS I did not believe that it met the standard 
of more likely than not primarily because of the economic sub- 
stance issue. 

Senator Levin. And more likely than not would mean that you 
did not believe it was more likely than not that they would be sus- 
tained in a court? 



22 


Mr. Watson. Correct, that they would be — that the tax results 
would be sustained by a court of law if challenged by the Internal 
Revenue Service. 

Senator Levin. Mr. Johnson, in your judgment were these two 
tax products in compliance with Federal law? 

Mr. Johnson. I think the IRS can beat them. 

Senator Levin. Should they beat them? 

Mr. Johnson. Oh, absolutely. 

Senator Levin. If we look at the chart with the three mass mar- 
keting quotes on them, I think this is Chart 3. I am sorry, it is 
Chart Ic.i I gave the wrong number. 

The first line is from a KPMG e-mail: “Look at the last partner’s 
scorecard. Unlike golf, a low number is not a good thing. A lot of 
us need to put more revenue on the board.” This is talHng about 
tax shelter sales. 

Another internal KPMG e-mail: “Sell, sell, sell.” 

A third KPMG e-mail: “We are dealing with ruthless execution, 
hand-to-hand combat, blocking and tackling. Whatever the mixed 
metaphor, let’s just do it.” 

Professor Johnson, what is your reaction to that kind of culture? 

Mr. Johnson. Certainly not surprise. KPMG’s assessment is 
they’re making a lot of fees and that the penalties that will be in- 
curred on them are not high enough going to stop them. Oliver 
Wendell Holmes said that it’s a case of holding in the bad man. 
You simply can’t rely on an ethical role. The penalties of money or 
maybe a little bit of jail time are the only thing that are going to 
do it. 

Senator Levin. Ms. Petersen, what is your reaction to those kind 
of comments? 

Ms. Petersen. I think it is just reflective of the greed of the 
firms, the desire to make as much money at any cost that they pos- 
sibly can. 

Senator Levin. I want to get a little more detail from you, Ms. 
Petersen, about the BLIPS shelter. You testify about it in your 
written testimony, but you did not get into it in any detail. You did 
in response to the Chairman’s question a bit, and I want to press 
you a little more on that. In your review of BLIPS, would you go 
into the question of whether or not there was economic substance 
in a little more detail than you did to the Chairman’s question? 

Ms. Petersen. I think you described in great detail of how the 
transaction is put together. 

Senator Levin. Would you describe it in your words though, 
whether or not you believe there was economic substance? 

Ms. Petersen. I don’t think there is economic substance to that 
transaction. Again, the only way that they are creating that loss 
is not because the investor or the taxpayer was out $20 million, be- 
cause they borrowed everything. They only got there as a phony 
paper loss. So they inflated the basis of the partnership or pass- 
through entity’s based and then took that as a loss. It had nothing 
to do with the amount of money that was invested by the taxpayer. 

Senator Levin. You have done some examinations, I believe, of 
the BLIPS transactions; is that correct? 


^ See Exhibit No. Ic. which appears in the Appendix on page 384. 
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Ms. Petersen. I’ve looked at the BLIPS transaction, yes. 

Senator Levin. Have you seen any taxpayers who made a profit 
as an investment? In other words, putting aside the tax benefit 
here, the tax loss, which was created by this shelter, did you see 
any taxpayers who made a profit on that small investment portion 
that they put in? 

Ms. Petersen. I don’t recall. I can tell you that these things 
were very short-lived and came and went over maybe a 60-day pe- 
riod of time. 

Senator Levin. Was the loan ever at risk here, the so-called loan 
ever at risk? 

Ms. Petersen. Looking at the terms of the loan and the restric- 
tions on that loan, no, I don’t think so. 

Senator Levin. Also looking at the collateral requirement? 

Ms. Petersen. The collateral requirement, that’s right. 

Senator Levin. Where was that loan? Was that not retained in 
the bank? 

Ms. Petersen. I don’t know. 

Senator Levin. Was the loan needed for that small investment 
that was there? I know it was needed obviously to create the tax 
loss, but in terms of the small investment portion of this deal? 

Ms. Petersen. No. It was only there just to create the loss. 

Senator Levin. It was what? 

Ms. Petersen. Only there just to create the loss. 

Senator Levin. Did you have a chance to review the opinions 
that were issued by KPMG relative to this shelter? 

Ms. Petersen. Yes, I did. 

Senator Levin. Based on that review, do you think that the 
KPMG BLIPS opinion letter was one that a client could gain some 
assurance from? 

Ms. Petersen. The difficulty I found with that opinion letter is 
that it relied very heavily on representations, and in particular on 
a representation made by the taxpayer, that they had reviewed the 
economics of the transaction, and they made a statement that they 
were going to be able to make a profit. But you have to question 
whether the taxpayers themselves really understood the complex- 
ities of these transactions to be able to make that determination. 
In that opinion, there’s about 16 pages discussing economic sub- 
stance, and the conclusion of it is strictly based on the representa- 
tion that was made by the taxpayer. 

Senator Levin. On the SC2, you mentioned in your written testi- 
mony that the SC2 opinion letters that you reviewed were “grossly 
deficient.” 

Ms. Petersen. Yes. 

Senator Levin. Can you elaborate on that point, to be my final 
question for this round? 

Ms. Petersen. Well, the opinion letters that I saw dealt with 
some of the code sections, but failed to really address any of the 
tax doctrines that we look at in these cases. So they didn’t talk 
about step transaction. They didn’t talk about assignment of in- 
come. They didn’t talk about those doctrines which is what you 
have to look at to say, does this thing hang together or not? They 
didn’t address economic substance. They didn’t address any of 
those types of things, just went down through a series of code sec- 
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tions. Well, we can do this here. Here’s a case that we think we 
don’t meet the facts of those cases, and we think we’re clean on 
this transaction. 

Senator Levin. In your judgment were they grossly deficient? 

Ms. Petersen. Yes. 

Senator Levin. Thank you. My time is up. 

Senator Coleman. Thank you. Senator Levin. Senator Lauten- 
herg. 

Senator Lautenberg. Thanks, Mr. Chairman. 

I am a little bit more interested in how we got to where we are 
because of the criticism I hear from my former colleagues in the 
corporate world, that the government is complicating life so much 
and interfering in many ways with their ability to make forecasts, 
etc., all of which I consider as part of an incredible conspiracy to 
deceive the public and the government. 

I am kind of curious about how were colleagues of yours in the 
accounting world seduced into cooperating with these deceptions 
we saw out there? What kind of devices were traditionally used to 
say, to exchange it for simply a pat on the back as it used to be 
for a good job? How much of this was affected as a result of the 
division of the firm into essentially two principal parts, one the au- 
diting side and the other the consulting side? 

Mr. Watson. First, with respect to your question about the au- 
diting and consulting side, I had no involvement with the audit 
practice so I can’t answer what kind of activity was taking place 
in the audit practice. My experience was solely limited to the tax 
practice. 

With respect to your question about how professionals were se- 
duced, I don’t know that professional were seduced, per se. There 
certainly was a tremendous amount of pressure being applied from 
the leadership at KPMG to review, and if possible, approve these 
transactions, because they had tremendous marketplace potential 
to generate revenue for KPMG. Nonetheless, I feel, at least based 
on my experience, that, with the exception of economic substance 
in the case of BLIPS, a thorough review was applied and the pro- 
fessionals did act in a professional manner to reach their conclu- 
sion. 

Senator Lautenberg. Mr. Johnson, do you have any knowledge 
or observation about what it is, what happened when the account- 
ing firms split their business? Was that then a lead in to sharing 
the profits more directly, as opposed to simply the audit function 
which made sure the books were presented honestly? We saw a 
huge change in character during this period of time, and I am won- 
dering where it went wrong. I did a lot of work for the accounting 
firms in my former corporate life. 

Mr. Johnson. I think the bottom is obviously money. There is an 
awful lot of money to be made by beating the IRS, and the IRS is 
perceived increasingly as being a paper tiger that doesn’t have 
enough smarts, doesn’t have enough ability to stop anything. If the 
IRS is going to leave millions of dollars hanging around on the 
table, then I think their perception is all they’re doing is going in 
and picking it up. 

There is no question that the accounting firms are now consider- 
ably compromised in their independence. They’re supposed to be 
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very skeptical about the firms that they’re auditing. They are serv- 
ing the investing public to ensure fair disclosure. I think the coun- 
try was utterly shocked by Arthur Andersen, the one that had the 
best reputation of all, to find out that firm was teaching Enron how 
to make their financial statements absolutely meaningless by guid- 
ing them through the elaborate mine field set up by accounting 
standards to protect investors. 

I don’t think the accountants understand the degree of righteous 
anger that investors have against firms like Arthur Andersen. 
Enron went from the 7th largest company in the country to over- 
night being absolutely worthless, and all who touched Enron lost 
their nest eggs, lost their life savings. And Arthur Andersen helped 
them do it. They were supposed to be the cops. They were supposed 
to be somebody that you could depend on. They were supposed to 
be the sign of absolutely moral rectitude, and it turns out that they 
were co-conspirators. They had been co-opted and captured in full. 
There is no question that this making a lot of money, giving advice, 
selling sleazy tax shelters to the client is utterly inconsistent with 
their cop role, and I think the cop role has been utterly com- 
promised. I think that accountants simply have no business having 
that business advisory function and the cop function within the 
same firm. They’ve got to split up, they’ve got to spin off or sell. 
We depend on the accountants’ credibly to ensure that we’re get- 
ting good financial statements, and those people are turning out to 
eat too many donuts. The cops are eating too many donuts. 

Senator Lautenberg. There is a lot of slippage here, and it is 
discouraging and demoralizing for the public. What do they do? 
They see their pension fund evaporating in front of their eyes, and 
much of that is caused by this incredible greed culture which has 
developed in the country, where a CEO comes in and signs a 5-year 
contract, and is forced emotionally and financially to say, if you do 
not join in you are kind of maybe stupid. Join in. Get your stock 
price up. Eorget about what the company is going to look like 5 
years, 10 years from now, what you turn over to a successor when 
that happens, because inevitably it does, and the bonuses are in 
the so many millions that it is hard to conceive that that could be 
created without permanently damaging the companies, and it has 
in many instance. 

There was a comment made about board members. I predict that 
one day you will see a class of professional that works exclusively 
boards, because otherwise you cannot get someone to leave their 
regular business responsibilities, come over, join in, take a hit if 
one occurs by permitting something to sneak through, and I think 
that that cozy cooperation between a board and the CEO or the 
chairman or whomever makes these recommendations for board 
memberships is going to find that there are not people around who 
they can be so proud of to come along and join their boards unless 
the protections are so high that it alters the thinking function of 
the board member. 

What do we think about expanding, as Ms. Petersen said, the 
Sarbanes-Oxley Act requirements to the accounting function? Is it 
a good idea for government to get more involved at this juncture. 
How do we cure the problem that we have? This is not simply the 
tax shelters, and that is what I said initially, and that is to make 
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sure that the public is getting a fair shake on the information on 
the data they receive. 

Mr. Johnson. I think separating the auditing function and busi- 
ness advising functions is a first step, an absolutely mandated first 
step, that you can’t be simultaneously trying to help and trying to 
be a cop against an audited firm. 

Senator Lautenberg. Ms. Petersen, do you have a view? 

Ms. Petersen. I think I gave my comments, but I think you need 
to remember that the firms have a tax preparer side, so there’s the 
tax side, there’s the auditing side. They may have business con- 
sulting. And what we’re missing is looking at the tax return pre- 
parers, and that’s the concern we have, is what are those preparers 
doing? What are their duties? What are the requirements on them? 

Senator Lautenberg. What are their opportunities? That is the 
question, you see. 

Ms. Petersen. Their opportunities are great. 

Senator Lautenberg. Yes. The opportunities for deception, there 
is almost a demand out there to see how clever you can be and 
avoid paying tax, and I find it irritating. Again, having spent 30 
years of my life in the corporate world gives me a little bit different 
insight, and I believe that if you make it, you pay, and that is the 
way it ought to be, fairly straightforward. I see the Center for 
Budget Policy Priorities, a research group, said preliminary tax for 
this year indicate corporate taxes account for just 7.4 percent of 
total tax receipts, down from in the 1960’s when it was 21 percent 
of total receipt. I do not say that 21 percent should be the mark 
we are trying to toe, but there has been far less required of wealth 
taxpayers now than there perhaps has ever been. It is not fair and 
deprives us of revenue opportunities. 

The fact is that my time has expired. [Laughter.] 

Thank you very much. 

Senator Coleman. Thank you. Senator Lautenberg. 

Mr. Watson, I think you indicated in response to Senator Levin’s 
question that you thought the BLIPS was thoroughly reviewed? 

Mr. Watson. With the exception of the economic substance issue, 
yes. 

Senator Coleman. I am trying to understand how we get from 
a thorough review of very bright professionals, where there clear- 
ly — I am not an accountant. I did not do too well in math — and as 
I look at this, I ask where is the substance? Where is the risk? I 
am trying to understand how we got there. In fact, let me direct 
this question to Mr. Johnson. I will come back to you, Mr. Watson. 

Professor Johnson, is it your sense. Professor, that what you 
have here is kind of a risk versus benefit kind of analysis. The risk 
is a buck, the benefit, whether caught or not caught is 10 bucks. 
So why not do it? Is that your sense? 

Mr. Johnson. Absolutely. Phil Wiesner is not a rogue elephant. 
He’s not an unusual member of this community. He is core to man- 
agement. This is a KPMG official decision by the core of manage- 
ment, and it’s really unfair to consider this to be an aberration. It’s 
not an aberration. It is a system, people reacting to the system in 
places in which the penalties are very low, trivial, nonexistent, and 
the rewards of not paying tax are very high. I’m not sure we should 



27 


get moralistic. It’s just a matter of creating the right system incen- 
tives and throwing some people in jail. 

Senator Coleman. But is this because the law allows it? I mean, 
again, this is not just KPMG, it is all the firms. Ms. Petersen 
talked about a variation of these, opportunities for folks to wipe 
their loss off the books and avoid paying taxes. Is it because the 
law allows it or because the IRS does not catch it? 

Mr. Johnson. Well, it’s a combination of both. They’re finding — 
they’re creating hacker’s windows. The tax law looked like it was 
beautiful and a good safety net, and worked and fully described, 
and then — these are very highly motivated, very well trained, very 
well paid professionals who are sitting there in a skunk works full 
time. The best minds of our generation are now spent in skunk 
works tax shelters. Sometimes they work, or at least they appear 
to work. 

Senator Coleman. What is a skunk works? I am sorry, I missed 
that. 

Mr. Johnson. A skunk works is 

Senator Coleman. We do not have those where I grew up in 
Brooklyn. 

Mr. Johnson. A skunk works is a factory that creates dirty 
tricks in the middle of war. It’s the creative people who figure out 
how to do nasty things to the Nazis or Commies or the IRS, one 
or the other its kind of the same view. They are the high-tech peo- 
ple that are going to do a whole bunch of dirty tricks. Sometimes 
those people win, even against a well-designed tax system. 

Sometimes we have to have extensive litigation to fix these. The 
only justification for litigation is that it’s a little bit better than the 
trial by combat that it replaced. After 10 years of litigation, some- 
times the IRS wins. So a lot of it is that they’re very creative de- 
stroyers, and they succeed in destroying stuff. Then sometimes it’s 
just that the IRS doesn’t have as much talent, doesn’t have as 
many resources. Everybody kind of hates the IRS, so they sit there 
being held back, and they don’t compete as well. They don’t wake 
up in the morning with that same sense of viciousness that the 
skunk works people do. You’ve got to give the skunk works credit. 
There are times in which in this war over money the most talented 
lawyers win it. Is it compliance or is it illegal? The answer is, well, 
sometimes their schemes are so brilliant they in fact — work. They 
created a loophole. They really did create it. They won. And you 
can take it all the way to the Supreme Court and they’ve still cre- 
ated the loophole. 

Senator Coleman. One last question. One of your recommenda- 
tions of action for the Federal Government, allow the government 
to turn over the suit for damages to aggressive plaintiff lawyers for 
a reasonable fraction of the return. Can you discuss that? 

Mr. Johnson. Yes. In fact, the plaintiffs’ lawyers are starting to 
get active in this stuff. They think that there is a breach of con- 
tract action. You know, you promised to save me $10 million worth 
of tax and the IRS caught me, and I want my $10 million from you. 
And that is kind of a regular contract. 

I will say if there is anybody who is as talented, vicious, hard- 
driving, and smart as the skunk works tax shelter people are, it 
is the plaintiffs’ bar. The plaintiffs’ bar are very talented people. 
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and in some sense, if we want our tax enforced, maybe we ought 
to put talent against talent. 

There is a lot of damage that has been done, just pure uncom- 
pensated damages to Uncle Sam, to our country, and it seems to 
me quite ordinary law to say if you have done damage, then you 
ought to be obligated in a civil court of law to make amends, pay 
compensation for the damage that you have done. The system 
works in other areas. I think it might work here. 

Senator Coleman. Thank you. Professor. Senator Levin. 

Senator Levin. Thank you. Sometimes these very creative 
schemes that the skunk works produce are found to be legal. Is 
that correct? They have created a loophole, as you put it. 

Mr. Johnson. Yes. 

Senator Levin. Is it also true that sometimes they are found to 
be illegal? 

Mr. Johnson. Yes. 

Senator Levin. So when you say it is a combination of both, 
there are some that turn out that will be found not to be illegal, 
and there are some that will be found to be illegal. Is that accu- 
rate? 

Mr. Johnson. Yes. Jerome Kurtz, who was Commissioner of In- 
ternal Revenue Service some years ago, had to define a tax shelter 
as those that did not comply with the law because the IRS function 
is to force compliance with the law. But a tax shelter goes way be- 
yond that. 

There are a lot of cases in which you rip the fabric apart of a 
perfectly good system and make it into jelly, make it into Alz- 
heimer’s networks or something completely dumb, completely para- 
lyzed, completely open and unable to collect tax. That is why I 
think you need a legislative audit, a combination of Congress and 
IRS who can go back and say, no, maybe that was the interpreta- 
tion, but it is a bad interpretation, that is not what we intended 
to do. We intended to write a beautiful tax system that worked. 
The Supreme Court often says the taxpayers should win on an in- 
terpretation that is outrageous, and those things need to be fixed 
retroactively very fast. You need to repair your tax base. 

The tax base is sacred. Countries decline and disappear when 
their taxpayers get in bad shape, and ours is in awful shape and 
it needs to be defended against this crap. 

Senator Levin. I could not agree with you more, but also, I think 
part of that is that some of the tax shelters which have been cre- 
ated are “abusive but found to be illegal.” Is that correct? 

Mr. Johnson. Absolutely. I hope all these get found to be, but, 
it is 

Senator Levin. Found to be illegal? 

Mr. Johnson. Yes, found to be illegal. But it is still 

Senator Levin. All right. Let me now go 

Mr. Johnson. It is still up in the air. You know, on some of these 
you have not decided. 

Senator Levin. I think they were, and I hope they are found to 
be. 
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Now let me go back to Mr. Watson. If you would, would you turn 
to Exhibit 88? ^ I want to go through this with you. 

These are a series of e-mails, and if you look at the one from you 
to a bunch of folks, Eischeid, Ammerman, relative to BLIPS on 
May 5, and these two dots — do you see those two dots there? OK. 
Now, I want to read these to you because it seems to me these are 
very significant and come to the heart of the matter as to what 
your reaction was to BLIPS. 

“According to Presidio, the probability of making a profit from 
this strategy is remote, possible but remote. Thus, I don’t think a 
client’s representation that they thought there was a reasonable 
opportunity to make a profit is a reasonable representation. If it 
isn’t a reasonable representation, our opinion letter is worthless.” 

Now, when you said that, “according to Presidio,” that is what 
Presidio told you at a meeting, which is where you got started real- 
ly worrying about this BLIPS thing. Is that correct? 

Mr. Watson. Yes, Senator, that’s correct. 

Senator Levin. Because what they told you at that meeting was 
different than what you had previously understood. Is that correct? 

Mr. Watson. That’s correct. 

Senator Levin. All right. Now, the next dot: “The bank will con- 
trol via a veto power over Presidio how the loan’ proceeds are in- 
vested. Also, it appears that the bank will require this loan’ to be 
repaid in a relatively short period of time, e.g., 60 days, even 
though it is structured as a 7-year loan. These factors make it dif- 
ficult for me to conclude that a bona fide loan was ever made. If 
a bona fide loan was not made, the whole transaction falls apart.” 

Now, those were your words, right? 

Mr. Watson. Yes, sir. 

Senator Levin. And in your judgment — you have given us your 
judgment already here this morning — ^you had doubts that a bona 
fide loan was made. 

Mr. Watson. Yes. 

Senator Levin. And if it was not, this whole transaction, in your 
words, falls apart. Correct? 

Mr. Watson. It would not produce the tax results desired. 

Senator Levin. All right. Now, if you were told by — it would not 
produce it. 

Mr. Watson. It would not produce the desired tax results. 

Senator Levin. In other words, the IRS would not allow it be- 
cause it was not consistent with the tax code. Is that another way 
to say that? 

Mr. Watson. Well, if there was no bona fide loan, then there was 
never any basis to claim a loss for. 

Senator Levin. And, therefore, they could not properly claim the 
deduction. 

Mr. Watson. That’s correct. 

Senator Levin. All right. Now, Presidio told you, as I understand 
your e-mail, that the probability of making a profit from this strat- 
egy is remote, possible but remote. Is that correct? 

Mr. Watson. That’s correct. 


^See Exhibit No. 88 which appears in the Appendix on page 677. 
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Senator Levin. And then when you stated your concerns to the 
folks that you talked to, they said we are going to get some addi- 
tional representations from Presidio. Is that correct? 

Mr. Watson. That’s correct. This problem was cured through 
representations. 

Senator Levin. Just representations, which they obtained from 
Presidio. Correct? 

Mr. Watson. Correct. 

Senator Levin. And here is one of the representations that was 
made to “cure the problem.” Presidio has represented to KPMG the 
following — this is dated December 31, 1999. It is not in the exhib- 
its. “Presidio believed there was a reasonable opportunity for an in- 
vestor to earn a reasonable pre-tax profit, in excess of all associated 
fees and costs, and without regard to any tax benefits that may 
occur.” That was exactly the opposite of what Presidio acknowl- 
edged to you, wasn’t it? 

Mr. Watson. It was, yes. 

Senator Levin. And yet after you told the folks at KPMG that 
Presidio told you that, in fact, there was little probability of mak- 
ing a profit, or to put it differently, it was remote, they made a rep- 
resentation that Presidio said the opposite, and this came after you 
told them what Presidio had told you. Is that correct? 

Mr. Watson. That is correct, yes. 

Senator Levin. All right. My time is up. I had one more subject. 

Senator Coleman. Senator Levin, do you want to pursue one 
more subject? 

Senator Levin. Just one more quick subject, if I can, and that 
has to do with the issue of grantor trusts, and this is something 
of a separate issue. 

The Subcommittee has come across some material suggesting 
that with respect to OPTS and BLIPS, grantor trusts were used to 
net out gains and losses and to obscure reporting at the individual 
taxpayer level. Can you explain — well, let’s go to Exhibit 10 ^ be- 
cause I think time-wise we are going to have to cut through a little 
quicker. 

In Exhibit 10, you appear to be expressing your views that, with 
regard to your own analysis of the use of grantor trusts relative to 
the OPTS transaction, that those grantor trusts, in your words, 
“Notwithstanding the conclusion reached in the ‘grantor trust 
memo,’ I don’t think netting at the grantor trust level is a proper 
reporting position. Further, we have never prepared grantor trust 
returns in this manner. What will our explanation be when the 
Service and/or courts ask why we suddenly changed the way we 
prepared grantor trust return/statements only for certain clients? 
When you put the OPTS transaction together with this ‘stealth’ re- 
porting approach, the whole thing stinks.” 

That is in Exhibit 10. Those are your words? 

Mr. Watson. Yes, sir. 

Senator Levin. And is that what the firm was doing? 

Mr. Watson. That was my understanding, yes, that the grantor 
trusts were being used to disguise the OPTS and perhaps the 
BLIPS transactions. 


^See Exhibit No. 10 which appears in the Appendix on page 428. 
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Senator Levin. And then you also wrote in January 1999 a memo 
in which you said the following: “You should all know that I do not 
agree with the conclusion reached in the attached memo that the 
capital gains can he netted at the trust level. I believe we are filing 
misleading, and perhaps false, returns by taking this reporting po- 
sition.” 

Was that your position then? 

Mr. Watson. Yes, it was. 

Senator Levin. Is it your position now? 

Mr. Watson. Yes, it is. 

Senator Levin. All right. And then, finally, in Mr. Eischeid’s 
memo, which appears at the top of the page, he writes, relative to 
a conference call, “We concluded that each partner must review the 
WNT memo” — and WNT stands for Washington 

Mr. Watson. Washington National Tax. 

Senator Levin. National Tax, which is part of KPMG, right? 

Mr. Watson. Correct. 

Senator Levin. “. . . memo and decide for themselves what posi- 
tion to take on their returns — after discussing the various pros and 
cons with their clients.” 

Therefore, your conclusion was essentially ignored. Is that cor- 
rect? It was left up to each of the partners? 

Mr. Watson. Yes, Senator, it was. 

Senator Levin. Thank you. 

Senator Coleman. Senator Levin, I am going to follow up with 
one question just based on that last line of questioning that you 
had, the issue of grantor trusts here. IRS Notice 2000-44, accord- 
ing to that notice, using a grantor trust is criminal activity? 

Mr. Watson. They threatened criminal penalties in that notice, 
yes, sir. 

Senator Coleman. Can you give me a sense of the time sequence 
of that memo versus your communications here? Did the memo 
come out before or after? 

Mr. Watson. The notice came out in, I believe, August 2000. 
These e-mail messages were taking place in January 1999. So this 
actually related to the CPIS transaction, but the desire was to use 
that same reporting position with respect to the BLIPS transaction. 

Senator Coleman. Thank you, Mr. Watson. 

This panel is excused. We thank you very much. 

I would now like to welcome our second panel to today’s hearing: 
Philip Wiesner, Partner in Charge of KPMG’s Washington National 
Tax Client Services, Washington, DC; Jeffrey Eischeid, a partner 
in KPMG’s Personal Financial Planning Office, Atlanta, Georgia; 
Richard Lawrence DeLap, a retired National Partner in Charge of 
KPMG’s Department of Professional Practice-Tax, Mountain View, 
California; and, finally, Larry Manth, the former West Area Part- 
ner in Charge for KPMG’s Stratecon, Los Angeles, California. 

I want to thank you all for your attendance at today’s hearing, 
and I look forward to your testimony. Before we begin, pursuant 
to Rule VI, all witnesses who testify before the Subcommittee are 
required to be sworn. At this time, I would ask you to please stand 
and raise your right hand. Do you swear that the testimony you 
are about to give before the Subcommittee will be the truth, the 
whole truth, and nothing but the truth, so help you, God? 
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Mr. WiESNER. I do. 

Mr. Eischeid. I do. 

Mr. DeLap. I do. 

Mr. Manth. I do. 

Senator Coleman. Again, as I noted with the other panel, we 
will he using a timing system. I would like you, if you are going 
to make prepared statements, to limit them to 5 minutes. We will 
enter your entire written testimony into the record. 

Again, I am going to give an opportunity for opening statements, 
starting with Mr. Wiesner, Mr. Eischeid, Mr. DeLap, and Mr. 
Manth. 

TESTIMONY OF PHILIP WIESNER, PARTNER IN CHARGE, 

WASHINGTON NATIONAL TAX, CLIENT SERVICES, KPMG, 

LLP, WASHINGTON, DC 

Senator Coleman. I understand, Mr. Wiesner, that you will not 
he making an opening statement? 

Mr. Wiesner. That is correct. Senator. 

Senator Coleman. Mr. Eischeid. 

TESTIMONY OF JEFFREY EISCHEID,i PARTNER, PERSONAL 
FINANCIAL PLANNING, KPMG LLP, ATLANTA, GEORGIA 

Mr. Eischeid. Mr. Chairman and Members of the Subcommittee, 
on behalf of KPMG there are four main points that I would like 
to call to your attention: 

One, the tax strategies being discussed today represent an ear- 
lier time at KPMG and a far different regulatory and marketplace 
environment. None of the strategies — nor anything like these tax 
strategies — is currently being presented to clients by KPMG. 

Today, KPMG advises our clients on the enormous range of po- 
tential outcomes under the tax laws and how to achieve the best 
outcomes in their individual cases. We have provided the Sub- 
committee with materials that describe hundreds of these ap- 
proaches. None of these are aggressive tax strategies like FLIP, 
OPTS, BLIPS, and SC2. 

Two, the strategies presented to our clients in the past were com- 
plex and technical, but were also consistent with the laws in place 
at the time, which were also extremely complicated. 

Three, the strategies did undergo an intensive and thorough re- 
view, a process that resulted in vigorous, sometimes even heated, 
debate. 

Four, KPMG understands that the regulatory environment and 
marketplace conditions have changed. This has led to significant 
changes within KPMG over the past 3 years. 

We would like to elaborate on each of these points. 

First, the tax strategies under review were all presented under 
regulatory and marketplace conditions that do not now exist. 
Today, KPMG does not present any aggressive tax strategies spe- 
cifically designed to be sold to multiple clients, like FLIP, OPIS, 
BLIPS, and SC2. 

These strategies were presented at a time when the U.S. eco- 
nomic boom was creating unprecedented individual wealth and a 


^The prepared statement of Mr. Eischeid appears in the Appendix on page 298. 
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demand for tax advice aimed at achieving tax savings. All major 
accounting firms, including KPMG, as well as prominent law firms, 
investment advisers, and financial institutions gave tax advice, in- 
cluding presenting these types of tax strategies to clients. 

In KPMG’s case, other firms often provided investment advisory 
and other non-tax services in connection with these transactions. 
All of these relationships were consistent with KPMG’s legal and 
professional requirements. 

Second, it is true that these strategies were complicated and that 
the tax consequences turned on careful and detailed analyses of 
highly technical tax laws, regulations, rulings, and court opinions. 
But all of these tax strategies were consistent with the laws in 
place at the time. 

It is important to note that no court has found them to be incon- 
sistent with the tax laws. In some cases, the IRS has agreed that 
taxpayers should be allowed to retain a portion of the tax benefits 
they claimed as a result of implementing a strategy. 

For all of the strategies being reviewed by the Subcommittee, 
KPMG provided our clients with a “more likely than not” opinion 
as to their tax consequences. In other words, we informed our cli- 
ents that, based on the facts and actions they took, they would 
have a “more likely than not” — or a greater than 50 percent — 
chance of prevailing if the IRS challenged the transaction. 

The tax laws are complicated and often ambiguous and unset- 
tled. As a result, KPMG’s opinions regarding these tax strategies 
were long, detailed, and technical. Our clients were told that, in ad- 
dition to a possible tax benefit, the law required a transaction to 
have a business purpose, profit, charitable, or other non-tax motive. 
They were required to provide us with representations to that ef- 
fect. Our clients were sophisticated and typically had their own at- 
torneys, accountants, and investment advisers. Throughout the 
process, KPMG made it very clear to clients that they were under- 
taking complex transactions on which the law was ambiguous and 
often had not been clarified by either the IRS or the courts. 

Our third point is that because we understood that these tax 
strategies might be subject to an IRS challenge, KPMG put them 
through a rigorous review process before they were approved for 
presentation to multiple clients. The tax strategies also underwent 
very careful analysis of the IRS requirement for registering tax 
shelters in effect at the time. 

Many tax partners with different areas of expertise participated 
in the review process. That, combined with the fact that we were 
dealing with a “more likely than not” opinion, is the reason there 
was a lively and often lengthy debate among partners over the in- 
terpretation and application of tax laws, regulations, rulings, and 
opinions. Many of the materials provided to the Subcommittee doc- 
ument this internal debate. 

Finally, KPMG has changed. We learned a number of important 
lessons from our previous tax policies and practices. As a result, 
KPMG has made substantial improvements and changes in our 
practices, policies, and procedures over the past several years. My 
colleague, Richard Smith, will describe these in greater detail. 

In the practice I head. Personal Financial Planning, we have 
shifted our approach from one focused on taking solutions to clients 
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to one that works with clients to address their individual situa- 
tions. This is consistent with KPMG’s current leadership philos- 
ophy and more conservative approach to the tax service practice. 

We understand that simply being technically correct is not 
enough. We know we need to respond better to the continuing 
changes in the tax laws and regulations and the needs of our cli- 
ents. We also need to ensure that no action taken will call into 
question the integrity, reliability, and credibility of KPMG. 

Thank you. 

Senator Coleman. Thank you, Mr. Eischeid. 

TESTIMONY OF RICHARD LAWRENCE DELAP, RETIRED NA- 
TIONAL PARTNER IN CHARGE, DEPARTMENT OF PROFES- 
SIONAL PRACTICE-TAX, KPMG LLP, MOUNTAIN VIEW, CALI- 
FORNIA 

Senator Coleman. Mr. DeLap, I understand that you will not be 
making a prepared statement. 

Mr. DeLap. That is correct. 

Senator Coleman. Thank you. Mr. Manth. 

TESTIMONY OF LARRY MANTH, FORMER WEST AREA PART- 
NER IN CHARGE, STRATECON, KPMG LLP, LOS ANGELES, 

CALIFORNIA 

Mr. Manth. Mr. Chairman and Members of the Subcommittee, 
I had not planned to make a statement at today’s hearing, but sim- 
ply to appear here to answer the Subcommittee’s questions regard- 
ing a tax strategy known as SC2, a tax strategy for which I was 
primarily responsible during a portion of my time as a partner 
there. But I have seen some press articles on today’s hearing, and 
I note that they contain some misstatements about SC2. I wanted 
to take this opportunity to set the record straight, and I appreciate 
the Subcommittee allowing me to do so. 

First and foremost, there is no question that there was a real do- 
nation of S corporation stock to a tax-exempt organization. The tax- 
exempt organizations involved received real and quantifiable bene- 
fits from these donations. Tax-exempts that redeemed their S cor- 
poration stock have received literally millions of dollars in cash 
which have directly benefited thousands of police and fire fighters. 
Almost all the press reports state that under SC2, the charity sells 
back its shares to the S corporation for fair market value. This is 
true. But it doesn’t tell the whole story. 

One key element of SC2 is that the charity does not, in fact, have 
any obligation to sell the shares back to the S corporation. A num- 
ber of tax-exempt organizations have not redeemed their shares 
after 2 years. Some are actually seeking a better valuation or wait- 
ing for a greater return from their stock at some future point. Basi- 
cally, the charity controls the stock and does not have to sell it 
back to the S corporation. 

I have also read descriptions that say that should the charity de- 
cide not to sell its stock, other S corporation shareholders can exer- 
cise warrants for additional shares of stock, thereby making the 
charity’s shares much less valuable. Actually, just the opposite 
would happen. An S corporation shareholder who wanted to exer- 
cise the warrants would have to come up with a substantial 
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amount of money to pay for the new stock. That money would be 
paid into the S corporation and raise its market value. This would 
reduce the charity’s percentage ownership share, but the charity 
would end up owning a smaller percentage of a much more valu- 
able company. In other words, owning 10 percent of $1 million is 
a lot better than owning 90 percent of $100,000. 

Some articles reported that S corporations that implemented SC2 
passed resolutions to limit or suspend dividends or other distribu- 
tions to shareholders, basically to keep the charity from getting any 
share of earnings. So far as I know, a resolution limiting or sus- 
pending distributions was not an element of SC2. In fact, KPMG 
recommended that S corporations make distributions during the 
period tax-exempts held their stock. Such payments made the S 
corporation stock even more attractive to the charity, while still al- 
lowing substantially more income to be reinvested in the S corpora- 
tion than before the stock was donated to the charity. There are 
tax-exempt organizations that have received hundreds of thousands 
of dollars in distribution income while they were holding S corpora- 
tion stock. 

Finally, some articles referred to pledges that individual S cor- 
porations made to guarantee that charities would receive at least 
the original value of their stock at the time it was redeemed. It was 
my experience that some SC2 transactions involved such a pledge, 
but that in most transactions, no pledge was offered or even re- 
quested. 

Essentially, SC2 was a strategy that involved a gift to a charity, 
a tax-free build-up of income, and a deferral of income so that it 
could be subject to capital gains tax in the future. This is virtually 
identical to another tax strategy that is still widely available to 
taxpayers. It is called the charitable remainder trust, and Congress 
wrote it into the tax laws many years ago so that it is not only 
legal but encouraged by law. 

I note this because, along with all the factors I have described, 
it further supports KPMG’s position that SC2 was consistent with 
the law and regulations governing charitable giving and S corpora- 
tions. Thank you. 

Senator Coleman. Thank you, Mr. Manth. 

Mr. Manth, let me just follow up as I recall listening to Senator 
Levin’s testimony and talking about distribution of income. I be- 
lieve his testimony was that there was not distribution of income. 
This was one of the concerns. And your testimony is to the con- 
trary. 

Do you know — and I do not have the information in front of me. 
Is there a percentage of the times in which there was distribution 
versus non-distribution? 

Mr. Manth. I don’t know. We recommended that the S corpora- 
tions make dividend distributions. 

Senator Coleman. Do you have any information as to whether, 
in fact, that was practiced? 

Mr. Manth. I know it was done, but I don’t have that in front 
of me. 

Senator Coleman. OK. Can I ask you about registration of this 
product with the IRS as a tax shelter? Do you know whether it was 
registered? 
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Mr. Manth. I do not believe it was registered. 

Senator Coleman. Can you help me understand that? I think 
that is one of the concerns here about not registering. It would ap- 
pear to me obviously if you register something and the IRS knows 
it is there, they have got a better shot at taking a look. Here it is 
not registered. Can you talk to me, tell me the reason for that? 

Mr. Manth. Well, I have been out of the business for a while, 
and my recollection in the registration there are two types of reg- 
istrations. There was what we referred to as the old 6111(c) reg- 
istration, which was really if there were significant deductions cre- 
ated in excess of an investment, then you would have to register. 
And then there were the new regulations that came out on reg- 
istration, and I believe that a thorough review of registering SC2 
was done on both. And it was concluded that it was not a 
registerable transaction. 

Senator Coleman. And I would ask any of the individuals from 
KPMG about BLIPS. Was that registered? 

Mr. Eischeid. No, sir, it was not. 

Senator Coleman. And as a result of not registering, I would 
take it, then, the IRS would not know if an individual taxpayer had 
gotten a certain amount of gain, if they had made a lot of money 
on some business transactions. 

My sense with BLIPS is that, in fact, by setting BLIPS up, the 
IRS would not know that information. 

Mr. Eischeid. Senator, that is not my impression or under- 
standing; that, in general, and specifically with respect to BLIPS, 
the taxpayers would report on their income tax returns their tax- 
able income, including the income from sales of stock or the busi- 
nesses that they owned as well as the tax effects of the BLIPS in- 
vestment transaction that they entered into. 

Senator Coleman. Mr. Wiesner, were you in charge of resolving 
the issues associated with economic substance? 

Mr. Wiesner. Yes, Senator, I was. 

Senator Coleman. And then did you ultimately approve the 
BLIPS transaction despite the concerns raised by Mr. Watson and 
perhaps others? 

Mr. Wiesner. Yes, Senator, I did. It was after about a 5-month 
review process in which we very intensively reviewed every issue 
that our whole team of professionals would raise with respect to 
the transaction. 

Senator Coleman. One of the things, though, that concerns me 
here regards the exchanges between Watson and Presidio and then 
the ultimate opinion by Presidio, which seems to contradict an ear- 
lier representation. 

Did Mr. Watson ever inform you that he had met with Presidio 
and that they had indicated to him the chance of making a profit 
from a BLIPS transaction was — I think his words were “possible 
but remote”? 

Mr. Wiesner. Yes, Senator, I believe — I don’t know if he sent me 
the e-mail or just informed me about it. But when he did, we would 
have looked further into the issue and examined it in greater detail 
in order to make ourselves comfortable that, in fact, there was an 
economic profit potential in the transaction. 
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Senator Coleman. And then Presidio comes back — and Senator 
Levin went into this in a little more detail — with a representation 
saying that there was a reasonable opportunity to earn a pre-tax 
profit. Is that correct? 

Mr. WiESNER. Yes, sir, that’s correct. When they came — after we 
had met with Presidio and gotten comfortable with additional infor- 
mation that we could then rely upon their representation. 

Senator Coleman. What kind of additional information did they 
give you to reverse their sense about the possibility of pre-tax prof- 
it? 

Mr. WiESNER. Senator, at this point I do not have a specific recol- 
lection of it. I don’t know if Mr. Eischeid has a more specific recol- 
lection. 

Mr. Eischeid. Senator, actually, in terms of the referenced meet- 
ing, I believe Mr. Watson spoke to April 30 and perhaps May 1, I 
was physically present at that meeting, and I came away with a 
distinctly different impression with respect to the investment pro- 
gram outlined by the Presidio investment advisory firm. And it was 
not that the possibility of obtaining a profit from entering into 
those transactions was remote. 

Senator Coleman. BLIPS was at least represented as a 7-year 
investment strategy, marketed as such. I understand that all 66 
deals in 1999 closed after the first phase of 60 days, and few of the 
other remaining deals actually transitioned to stage two. Can you 
help me understand how you market something as a 7-year strat- 
egy and yet all the transactions close out in the 60 days? 

Mr. Eischeid. I think. Senator, as Presidio articulated the in- 
vestment program, it was a multi-stage investment that took on 
varying degrees of risk as the strategy matured and progressed. 
And at any point in time, the investors had a choice as whether 
to contribute additional equity to the investment program and to 
continue their investments in these foreign currencies and the like. 
And certainly one of the considerations that those investors under- 
took was what was going to be the income tax consequences of 
their adoption of this investment strategy, and, importantly, as was 
discussed earlier, what would be the consequences that were antici- 
pated when they terminated their investment in this strategic in- 
vestment fund. 

Senator Coleman. We had a 15-minute vote posted. What I am 
going to do. Senator Levin, is I am going to finish my questioning 
in just a couple of minutes, and then we will adjourn the hearing 
and come back after the vote. The other possibility is I could finish 
my questioning quickly, go vote, you continue, and I will come 
back. Do you want to keep it going? 

Senator Levin. Are there two votes or one, do we know? 

Senator Coleman. Could we check to see whether there are two 
votes or one? 

We touched upon, Mr. Eischeid, the concept of netting at the 
grantor trust level, and it was just touched upon by Mr. Watson 
at the end. Has KPMG engaged in transactions with clients or pro- 
vided the clients with the option of netting? 

Mr. Eischeid. The netting issue was, I think, discussed at some 
length within KPMG, and there was, as you can tell from some of 
the documentation, a rigorous debate and disparate views ex- 
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pressed. And from that documentation, you can see that my pri- 
mary objective was to make sure that our professionals were not 
doing something that I would term wrong, that proper reporting 
was occurring. 

When it comes to that type of tax return preparation issue, his- 
torically our firm has approached that with respect to relying on 
our partners, the individual tax return preparers, to analyze the 
law and to make the proper determination with respect to the re- 
turns that they are preparing to ensure that they are complete and 
accurate. 

Senator Coleman. Exhibit 38, ^ Are you the author of a memo la- 
beled “PEP Practice Reorganization, Innovative Strategies Business 
Plan”? Can we show the witness a copy of the memos? I just want 
to know if you are the author. The piece that I have, it talks about 
history, and in the last paragraph, the fiscal 2001 IS revenue goal 
was $38 million, the practice is to have $16 million through period 
ten, the shortfall from plan is primarily attributed to the August 
2000 issuance of Notice 2000-44. This notice specifically described 
both the retired BLIPS strategy and the current SOS strategy. Ac- 
cordingly, we made the business decision to stop implementation of 
SOS transactions and stay out of the loss generator business for an 
appropriate period of time. In addition, there is no word that the 
softening in the overall economy, e.g., the decline in new IPOs, the 
devaluation of technology stock valuations, adversely affected our 
ability to broadly sell our modernization tax advisory services suite 
of solutions. 

Do you recall whether you — is that your memo? 

Mr. Eischeid. I believe that it was. Senator. It was a draft that 
I put together as I was contemplating what business plan that I 
would put forth for the innovative solutions practice. 

Senator Coleman. Let me see if I can kind of sum up the envi- 
ronment, because you talk about that in your statement. There was 
a lot of cash being generated and a lot of profit in the 1990’s, and 
I take it that you are out there, and Ernst & Young and Price- 
waterhouse, and everybody is out there and coming up with, “cre- 
ative solutions in which folks who are generating profits, it would 
mean they pay taxes on that, can minimize their tax liability.” A 
fair statement? 

Mr. Eischeid. Yes, Senator, I think that our profession was ac- 
tively engaged in reviewing and evaluating and creating what we 
termed solutions or strategies to help our clients minimize their tax 
liability. 

Senator Coleman. And there is nothing illegal about helping 
folks minimize their tax liability. 

Mr. Eischeid. Correct. 

Senator Coleman. But help me understand. As I listened to Sen- 
ator Levin’s description of BLIPS and listened to the witnesses, it 
does not seem to be economic substance in there. There does not 
seem to be much at risk. And so help me understand how, with all 
this rigorous review, you in effect have these transactions in which 
there is no real risk, there is very limited potential to make real 
profit, and folks have the capacity to write off $20 million, $30 mil- 


^See Exhibit No. 38 which appears in the Appendix on page 528. 
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lion, or $40 million. Help me understand how it got to that place 
and why folks think it is OK or thought it was OK. 

Mr. Eischeid. Well, Senator, I think that, first of all, we are 
talking about a period that was several years ago, and we are talk- 
ing about transactions that are admittedly, quite aggressive in 
terms of the application of the tax laws. I think that our firm, my- 
self included, believed that those transactions were legal and that 
they met the literal requirement of the Internal Revenue Code and 
the regulations and so forth. 

I will tell you here today that our firm would not approve that 
type of transaction to be introduced to our clients, that we have 
made the determination that it is too close to the line, so to speak, 
as to what is more likely than not ultimately going to prevail once 
it is judicially determined. 

Senator Coleman. Thank you. 

We have a vote. What I am going to do is I am going to adjourn 
the hearing for approximately 10 minutes until the return of Sen- 
ator Levin. He will then continue his questioning. There are two 
stacked votes. I will not be back for that since I will do the second 
vote, too, but then I will come back. 

The hearing then will stand adjourned for approximately 10 min- 
utes until the return of Senator Levin. 

[Recess.] 

Senator Levin [presiding]. We are going to proceed now, and 
Senator Coleman will be back a little later. There is a second vote 
going on, and he is going to wait there for the second vote to begin. 

Let me start with you, Mr. Eischeid. Three of the four products 
that we are looking at — FLIP, OPTS, and BLIPS — operate in a 
similar way, and my question to you is this: Isn’t it the case that 
all of these are primarily tax-reduction strategies that have finan- 
cial transactions tied to them to give them a colorable business 
purpose? 

Mr. Eischeid. Senator, I am not sure that that would be how I 
would characterize those transactions. I certainly viewed them as 
investment strategies that certainly had a significant income tax 
component to them. 

Senator Levin. My question to you, though, is: Are these not pri- 
marily tax-reduction strategies? 

Mr. Eischeid. I think you would have to speak to each individual 
taxpayer to ascertain their primary purpose for entering into the 
transaction, and I think you would get different answers, depend- 
ing on which taxpayer that you spoke to. I suppose I would also 
just simply point out that, not to get overly technical, but primarily 
it tends to be a term of art in sort of the tax professional world 
that is very difficult, frankly, to pin down. 

Senator Levin. Is it not the case that these were designed and 
marketed primarily as tax-reduction strategies? 

Mr. Eischeid. Senator, I would not agree with that characteriza- 
tion. 

Senator Levin. All right. Now, let’s look at what other parties in- 
volved in transactions said about that issue. If you look at Exhibit 
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Id.,^ this is a compendium of how other parties involved in these 
shelters characterized them, and it is pretty clear what the con- 
sensus is here. 

First is a UBS Bank memo regarding FLIP. “The principal de- 
sign of this scheme is to generate significant capital losses for U.S. 
taxpayers which can then he used to offset capital gains which 
would otherwise he subject to tax.” 

Then there is the memo of one of the investment advisory firms 
involved in FLIP, which was Quadra: “KPMG approached us as to 
whether we could effect the security trades necessary to achieve 
the desired tax results. The tax opportunity created is extremely 
complex.” 

Then at First Union, now Wachovia, regarding FLIP: “Target 
customers. Who are the target customers? Capital gain of $20 mil- 
lion or more. Potential benefits: Individual capital gain elimi- 
nation.” You do not see anything in there about investment, do 
you? 

And then you have got an HVB employee — HVB is a German 
bank — regarding BLIPS: “Seven percent is the fee equity paid by 
investors for tax sheltering.” That is the way that particular bank 
employee looked at it. 

And then you look at a Deutsche Bank internal memo: “It is im- 
perative that the transaction be wound up due to the fact that the 
high-net-worth individual will not receive his or her capital loss or 
tax benefit until the transaction is wound up.” 

Now, do you still claim that these tax strategies were primarily 
investment strategies and not tax-reduction strategies? Is that your 
testimony under oath here that they were not designed primarily 
as tax-reduction strategies? 

Mr. Eischeid. Senator, my testimony is that these were invest- 
ment strategies that were presented to individual taxpayers that 
had tax attributes that those investors found attractive. 

Senator Levin. Well, let me ask my question again, then. Is it 
your testimony that these were not designed and marketed pri- 
marily as tax-reduction strategies? 

Mr. Eischeid. Senator 

Senator Levin. I am talking now about designing and marketing. 
Were these designed and marketed primarily as tax-reduction 
strategies? 

Mr. Eischeid. Senator, I can’t speak to any and all of the mar- 
keting activities. You know, for example, you read 

Senator Levin. Well, just speak to what you know. 

Mr. Eischeid. Thank you 

Senator Levin. From what you know, were these designed and 
marketed primarily as tax-reduction strategies? 

Mr. Eischeid. And what I know is that they were not, that I per- 
sonally had a number of conversations with clients and prospective 
clients, and they were always characterized as investment trans- 
actions with a significant pre-tax economic purpose that was em- 
bedded in the overall transaction. 


^ See Exhibit No. Id. which appears in the Appendix on page 385. 
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Senator Levin. All right. Now, look at what the professionals at 
KPMG said about the purpose of the transactions. Take a look at 
Exhibit 32.1 

When KPMG and the financial advisory firm Quadra pitched 
FLIP to that UBS Bank, this is how the product was presented. 
Here is the title: “Generating Capital Losses.” That is the title of 
the presentation. 

If this is an investment strategy, why does KPMG describe it and 
pitch it to potential partners as a product designed to generate cap- 
ital losses? 

Mr. Eischeid. Senator, I don’t believe I’ve ever seen this docu- 
ment before. 

Senator Levin. Well, now that you look at it, can you give me 
an explanation? 

Mr. Eischeid. I don’t know what purpose this document might 
have been used for. 

Senator Levin. This was the pitch of FLIP to a potential partner 
bank, UBS. 

Mr. Eischeid. OK. 

Senator Levin. That is the purpose. 

Mr. Eischeid. I’ll accept your statement, sir. I have no 

Senator Levin. Now that you know, can you explain why it is 
characterized the way it is? 

Mr. Eischeid. No, sir, I cannot explain why someone used that 
phrase, sir. 

Senator Levin. All right. Now let’s look at the strategy that you 
were involved with. Exhibit 41. i This is the presentation of BLIPS 
prepared by Carol Warley. Do you know who she is? 

Mr. Eischeid. Yes, Senator. 

Senator Levin. All right. She is the BLIPS regional deployment 
champion, is she not? Or was she not? 

Mr. Eischeid. I don’t remember her being the regional deploy- 
ment champion, but she may have been, yes. 

Senator Levin. She was intimately involved with BLIPS? 

Mr. Eischeid. Yes, Senator. 

Senator Levin. Now, look at the chart on page 4 of that exhibit, 
if you would. 

“BLIPS Benefit: Avoid all of the capital gains and ordinary in- 
come tax. Net benefit to client — effective tax rate less after tax cost 
of transaction of approximately 5 percent.” 

Are you familiar with that? 

Mr. Eischeid. No, Senator, I’m not. 

Senator Levin. Well, this is BLIPS. You were intimately involved 
with BLIPS, weren’t you? 

Mr. Eischeid. Yes. 

Senator Levin. Well, this is your document, isn’t it? This is a 
KPMG document. 

Mr. Eischeid. It appears to be a document prepared by Carol 
Warley, yes, sir. 

Senator Levin. She works for KPMG? 

Mr. Eischeid. Yes, she does. 


^See Exhibit No. 32 which appears in the Appendix on page 505. 
^See Exhibit No. 41 which appears in the Appendix on page 536. 
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Senator Levin. Was she wrong? Was she wrong that was the 
purpose of BLIPS? That is the only purpose stated: Avoid all of the 
capital gains and ordinary income tax. Do you see anything there 
about this investment you made reference to? 

Mr. Eischeid. Senator, I have no knowledge of what Carol 
Warley was trying to communicate 

Senator Levin. Have you ever seen that document before? 

Mr. Eischeid. No, I have not. 

Senator Levin. Is this a KPMG document? Do you know that 
much? 

Mr. Eischeid. It appears to be, yes. Senator. 

Senator Levin. All right. But you don’t — you think that is inac- 
curate, that statement? 

Mr. Eischeid. If the statement is that that is the sole benefit of 
BLIPS, then, yes. Senator, I would say that is inaccurate. 

Senator Levin. Does BLIPS avoid all of the capital gains and or- 
dinary income tax? Is that a benefit of BLIPS? 

Mr. Eischeid. A potential benefit of BLIPS, sir, would be the re- 
duction of one’s income tax liabilities, yes. Senator. 

Senator Levin. Well, is this accurately stated that a BLIPS ben- 
efit is to avoid all of the capital gains and ordinary income tax? Is 
that accurate or not? It is a KPMG document. Is it an accurate 
statement or not? 

Mr. Eischeid. When you say a KPMG document, it certainly ap- 
pears to be — to have been prepared by a KPMG professional 

Senator Levin. It says here KPMG 0049642, proprietary mate- 
rial, confidentiality requested. Are you denying this is a KPMG 
document? 

Mr. Eischeid. Senator, at least in terms of your reference, I 
think that’s an indication that it is a document that KPMG pro- 
duced, and as you indicated, the cover seems to indicate that it was 
prepared by Carol Warley. I have no indication as to what purpose 
she might have intended to use this document for. It does not ap- 
pear to me, at least on cursory review, that it would have been pre- 
pared for use in a discussion with a client of KPMG. 

Senator Levin. Take a look at Exhibit 18. ^ 

Now, this is a document that you signed, and this says, “A num- 
ber of people are looking at doing BLIPS transactions to generate 
Y2K losses.” That refers to year 2000 losses. Are you familiar with 
that document? 

Mr. Eischeid. Yes, Senator. 

Senator Levin. Is that accurate? 

Mr. Eischeid. I believe it was. 

Senator Levin. “We currently have bank capacity to have $1 bil- 
lion of loans outstanding at 12/31/99. This translates into approxi- 
mately $400 million of premium. This tranche will be implemented 
on a first-come, first-served basis until we fill capacity. Get your 
signed engagement letters in! ! ” 

Are those your words? 

Mr. Eischeid. I believe they were, yes, sir. 


^See Exhibit No. 18 which appears in the Appendix on page 459. 



43 


Senator Levin. And then take a look at Exhibit 16. ^ This is from 
you to Michael Comer. It says here at the top, look at the last line 
in that first paragraph, “Innovative Strategies is a portfolio of 
value-added products that are designed to mitigate an individual’s 
income tax as well as estate and gift tax burdens. BLIPS is just 
one of the products in the innovative Strategies portfolio.” 

So BLIPS, according to your memo, was “designed to mitigate an 
individual’s income tax as well as estate and gift tax burdens.” Is 
that true? Was that true when you wrote it? 

Mr. Eischeid. Yes, sir, I believe that one of the attributes of the 
BLIPS strategy was the income tax mitigation. 

Senator Levin. Well, I know you are trying to make it one of the 
attributes, but in your words, it was that this was a product “de- 
signed to mitigate.” Was BLIPS designed to mitigate an individ- 
ual’s income tax and estate and gift tax burdens? Yes or no. 

Mr. Eischeid. Senator, as I previously testified, I think that is 
one of the attributes that was designed into the strategy, both the 
income tax consequences as well as, as we’ve heard previous testi- 
mony on, the economic investment attribute. 

Senator Levin. Do you see anything about investment attributes 
in your memo here as to what it was designed to do? Now, you 
can’t blame this on Carol Warley. She wrote the other thing. You 
said, well, you are not familiar with that KPMG document, but this 
one you are familiar with. And here you are saying it was “de- 
signed to mitigate.” My question is: Do you see any reference here 
to investment strategy on that memo of yours? 

Mr. Eischeid. No, Senator, I don’t. I think that you are some- 
what reading “designed” out of context. 

Senator Levin. Give me the whole context. 

Mr. Eischeid. Well, I think my intention here was to reference 
the innovative strategies in general as a portfolio of value-added 
products 

Senator Levin. Which are? Keep finishing the sentence. 

Mr. Eischeid. In the aggregate, in general, are designed to help 
mitigate an individual’s income as well as estate and gift tax bur- 
dens. So that the 

Senator Levin. That is the purpose 

Mr. Eischeid [continuing]. Entire portfolio and the purpose of 
that portfolio was to aggregate in a sense in a place a number of 
different strategies that taxpayers might be interested in dis- 
cussing that have some significant income tax consequence associ- 
ated with them. 

Senator Levin. When it says BLIPS is one of the products in that 
portfolio, now look at the context. Is there any doubt in your mind 
that it is, according to that previous sentence, therefore, a value- 
added product designed to mitigate an individual’s income tax as 
well as estate and gift tax burden? 

Mr. Eischeid. Senator, I don’t know how to change my answer 
to 

Senator Levin. Well, try an honest answer. Just give me a direct 
answer to this. You are making a reference here to a portfolio 
whose purpose is to mitigate on individual’s taxes. That is what 


2 See Exhibit No. 16 which appears in the Appendix on page 453. 
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your own memo says — the other ones you said you weren’t familiar 
with. They were all KPMG stuff, but you are not familiar with 
that. Now it is yours. You are Jeff. Now, how do you avoid looking 
that straight on and saying, I did say that, BLIPS is a product de- 
signed to mitigate an individual’s income tax because it is part of 
Innovative Strategies portfolio?” Why not just give us a straight- 
forward answer? 

Mr. Eischeid. I’m trying my best, sir. 

Senator Levin. Why isn’t that the straightforward answer? 

Mr. Eischeid. I think the straightforward answer is that that 
was one of the attributes of the BLIPS products 

Senator Levin. One of the attributes. 

Mr. Eischeid [continuing]. And that we certainly recognized that 
and that was one of the factors that our clients were quite inter- 
ested in. 

Senator Levin. Take a look at Exhibit 16 — well, let me just ask 
you about the fees. How were the fees priced for BLIPS? What fee 
did you charge your customers? 

Mr. Eischeid. Our fees would vary depending on the cir- 
cumstances. We would negotiate a fee with our clients, determine 
an amount, and put that in 

Senator Levin. Wasn’t it based on the tax loss? 

Mr. Eischeid. I don’t believe that we looked at our fee in that 
way, no. Senator. 

Senator Levin. Take a look at Exhibit 16, ^ near the bottom. 
BLIPS contact, you are the contact here, too. Here is the fee. 
“BLIPS is priced on a fixed-fee basis which should approximate 
1.25 percent of the tax loss.” Are those your words? 

Mr. Eischeid. Well, my only hesitation is really to try and re- 
fresh my recollection with respect to this e-mail. It very well may 
have been my words. I don’t recall writing that. 

Senator Levin. Is it true? 

Mr. Eischeid. That would not be my view or my testimony, sir. 

Senator Levin. It is not your testimony. That is the whole point. 
Was it true or not? Was BLIPS priced on a fixed-fee basis approxi- 
mating 1.25 percent of the net tax loss? 

Mr. Eischeid. In a very indirect way, yes, sir. The fee that we 
would typically use as the starting point of our negotiation we de- 
veloped a shorthand around, which we used as 1.25 percent of what 
we referred to as the loan premium amount. And as you indicated 
earlier, that loan premium amount translated into tax basis for the 
investor. 

Senator Levin. And that was the intent, was it not, of that pre- 
mium? 

Mr. Eischeid. I’m sorry. I don’t understand the question, sir. 

Senator Levin. Was that the intent of the premium, to be ap- 
proximately the net tax loss that the investor would gain from this 
whole transaction? 

Mr. Eischeid. We believed that that was the appropriate tax 
treatment of that loan premium, yes, sir. 

Senator Levin. Was that the tax loss which you told taxpayers 
that they could expect, approximately, from this transaction? 


^See Exhibit No. 16 which appears in the Appendix on page 453. 
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Mr. Eischeid. We generally told taxpayers, I believe, that the 
tax treatment of that loan premium, whatever that amount would 
be, should translate into tax basis for them, yes, sir. 

Senator Levin. Tax basis which would be then deducted from 
any capital gain or income that they had? 

Mr. Eischeid. Depending on what ultimately happened with that 
tax basis, yes. 

Senator Levin. Was it the intent to be something which would 
be a deduction from their income? 

Mr. Eischeid. I think the answer would generally be yes, that 
the taxpayers would anticipate using that tax basis at some point 
in time and reflecting that on their income tax. 

Senator Levin. They were so informed of that, were they not? 

Mr. Eischeid. Yes, sir. I mean I believe they were informed as 
to the tax consequences of their participation in the BLIPS invest- 
ment program. 

Senator Levin. My time is up. Thank you. 

Senator Coleman. Mr. DeLap, because you did not give an open- 
ing statement, I just want to do a little background here. Can you 
tell us what position you held at KPMG during the period that 
FLIPS, BLIPS, OPIS and SC2 strategies were being developed and 
marketed? 

Mr. DeLap. In February 1997, I became a partner in charge of 
a newly-created Department of Professional Practice Tax, and I 
held that position until June 30, 2002, at which time I turned it 
over to my successor, and then I retired from the firm on Sep- 
tember 15, 2002. 

Senator Coleman. Could you tell us what your responsibilities 
entailed? 

Mr. DeLap. The responsibilities generally related to seeing that 
firm personnel complied with various regulatory rules. Internal 
Revenue Service, SEC, AICPA, and State accountancy boards. It 
entailed helping set policy, recommending policy changes to leader- 
ship, involved making revisions as necessary to the firm’s tax serv- 
ices manual, involved an annual quality performance review of the 
tax personnel in the various operating offices relative to compliance 
with firm policies and procedures. It included review of all contin- 
gent fee engagement letters to determine whether they complied 
with rules of the SEC, AICPA, and State boards accountancy. 

Senator Coleman. Did you have any role in the approval of the 
aforementioned strategies, the FLIPS, the OPIS, or the BLIPS? 

Mr. DeLap. With respect to tax strategies intended to be dis- 
cussed with multiple clients, the rule was to review those strate- 
gies from a policy standpoint, to determine that the manner in 
which they were taken to clients, complied with the various regu- 
latory rules and firm policy. 

Senator Coleman. So you were involved then in the process, had 
a chance to raise concerns prior to approval? 

Mr. DeLap. That is correct. 

Senator Coleman. In regard to BLIPS strategy, during your re- 
view is it correct that you raised over 20 points that needed to be 
resolved prior to your approval? 

Mr. DeLap. As I recall, I received a proposed pro forma — pro- 
posed model tax opinion regarding BLIPS that set forth the facts. 
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discussion and technical analysis, I think, sometime in April 1999. 
I read that proposed opinion, and as I recall I had a list of 29 con- 
cerns that I sent back to Washington National Tax for further de- 
velopment. 

Senator Coleman. Did you also share the concern about the cou- 
ple mentioned before, the client ability to make a profit, and also 
I think the question of who is the borrower? Did you have concerns 
about those issues? 

Mr. DeLap. Yes. 

Senator Coleman. Do you recall whether those concerns were 
ever satisfied, were ever resolved to your satisfaction? 

Mr. DeLap. Ultimately I determined that the analysis prepared 
by Washington National Tax, the final analysis, I thought ad- 
dressed those concerns. 

Senator Coleman. Help me understand, how do you get an opin- 
ion issued, a more likely than not opinion issued when — and it is 
easy in hindsight, we are looking back at this now, and I presume 
it is tough sitting down there, but we are looking back at this and 
we are seeing stuff that did seem to be substance, did not seem to 
be risk, did not seem to be profit, seemed to be transactions that 
you can lay out on a chart, but nothing you can put your hands 
around. How do you get to a more likely than not analysis based 
on that? I learned in law school not to ask more than one question, 
but I am asking more than one question. See if you can pull them 
together. Did you get to that more likely than not because folks 
simply thought the IRS would not know or did not have the re- 
sources or would not pursue it, or was there a valid intellectual 
basis for that more likely than not opinion? 

Mr. DeLap. I believe. Senator, that it was based on a rigorous 
analysis of the technical rules. The analysis and the conclusion, 
from a technical standpoint was reached by Washington National 
Tax, so I might need to deflect that particular question to Mr. 
Wiesner. 

Senator Coleman. Mr. Wiesner. 

Mr. Wiesner. If I can supplement Mr. DeLap’s answer. We came 
to the conclusion — we started in February 1999, and had intensive 
meetings with the Presidio people and their economic people. They 
laid out the transaction for us. At the end of the first meeting we 
had everybody around a table. We had the Presidio people leave, 
and put on a white board all the issues that we saw that were 
raised in the discussion, assigned those issues out to an appro- 
priate technical resource within Washington National Tax, and 
then over a series of the next 2 months, 3 months, tried as best 
we could to resolve the issues that had been raised. And it was 
only after spending probably about 1,000 hours of time that we 
were able to arrive at our more likely than not conclusion. 

Senator Coleman. From a lay person sitting here, the sense is 
that there is a lot of money to be made here, and revenues are 
driving outcome. How much of a factor did revenues play in these 
decisions? 

Mr. Wiesner. Senator, from my point of view, money was not a 
consideration. We certainly were aware at Washington National 
Tax that this was an item of priority for the PFP practice, but the 
practice that we keep the resources assigned to the project and deal 
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with the issues, and tell us sooner rather than later whether you 
can or cannot get to the more likely than not level of comfort. 

Senator Coleman. You did on BLIPS though, $53.2 million in 
fees? 

Mr. WiESNER. Being in Washington National Tax, which we are 
not in the operating office. I’m not familiar with the exact amount 
of fees. Senator. 

Senator Coleman. I will go back to Mr. DeLap. This issue of reg- 
istration, I need to understand that. We initially understand that 
you took the position that the BLIPS products should be registered 
as a tax shelter with the IRS, and I heard today and understand 
that BLIPS was never registered. Did you agree with the decision 
not to register? 

Mr. DeLap. The registration statute left the implementation in- 
terpretation of the statutory words to regulations which were origi- 
nally prepared in the 1980’s in response to the syndicated tax shel- 
ters marketed generally by investment banks back in the early 
1980’s, and it was difficult to — or close to impossible in some cases 
to interpret those regulations as they might apply to the type of 
strategy like BLIPS. My view at the time was that it would have 
been — it would be preferable for Presidio to register the strategy, 
as I viewed Presidio as the organizer. I was told that Presidio de- 
clined to register. The Vice Chairman of Tax discussed the registra- 
tion issue with the partner in charge of the Practice and Proce- 
dures Group in Washington National Tax, who is the firm’s expert 
on procedural matters including registration. His conclusion was, 
at that time, that there was a reasonable basis not to register. 

Based on that technical conclusion by the partner in the Practice 
and Procedures Group, I agreed to permit the strategy to go for- 
ward without registration. 

Senator Coleman. What is the hierarchy here? What is your re- 
lationship with the partner in the PFP, Practice and Procedures? 
Do you have any authority over that person? Are you on an equal 
plane? 

Mr. DeLap. I guess it would be parallel. Washington National 
Tax reported ultimately — I don’t remember the exact layers, but ul- 
timately to the Vice Chairman Tax. I reported to the Vice Chair- 
man Tax. 

Senator Coleman. There was a little discussion — I came in at 
the tail end of it — of confidentiality, having BLIPS clients sign a 
confidentiality agreement. Did you have any problem with that? 

Mr. DeLap. At the time a nondisclosure agreement relative to 
tax strategies was common in the profession, so at the time I did 
not have a problem with that as such. 

Senator Coleman. Let me just get to the termination of the mar- 
keting of BLIPS, which I believe was at the end of 1999? 

Mr. DeLap. Yes, it was, I think in the fall of 1999. 

Senator Coleman. Did you have any involvement with KPMG’s 
decision to terminate the marketing of BLIPS? 

Mr. DeLap. When I approved BLIPS from a policy standpoint, I 
set forth a list of conditions under which it would need to be of- 
fered. One of those conditions was that it would be offered to a lim- 
ited number of individuals who were individuals who understood 
the investment and tax risk involved, and that Doug Ammerman 
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and I would discuss at which point the marketing should he termi- 
nated. I believe that we had that discussion, I think in October 
1999, maybe November 1999, and determined at that time there 
should be no further approaches to potential clients regarding 
BLIPS. 

Senator Coleman. A cynic might say that the more transactions, 
the greater chance of being on the IRS’s radar. Any substance to 
that cynicism? 

Mr. DeLap. The way — I viewed it somewhat differently. I ex- 
pected that the transactions, being large transactions, would be 
picked up on audit. My concern was that if there were an unlimited 
number of taxpayers entering into similar transactions, that the 
likelihood that a court would invoke the Step Transaction Doctrine, 
would go way up. So I thought it was important relative to the 
overall analysis that there be a limited number. 

Senator Coleman. Thank you. Senator Levin, a short follow-up 
round. 

Senator Levin. Thank you, Mr. Chairman. 

I want to go back to the way KPMG’s fees were tied to the tar- 
geted loss, Mr. Eischeid. Those fees were not tied, as I understand 
it, to the total amount of money managed or the amount of profit, 
if any, made by those investments. Is that correct? 

Mr. Eischeid. I suppose. Senator, in the same sense that it’s ref- 
erenced to the loan premium. You could use as an alternative ref- 
erence the total amount invested in the strategic investment fund. 
You just really adopt a differing percentage to derive sort of the 
shorthand starting point for those fee negotiations. 

But to the second point, there was no contingency around our 
fees. Once we had negotiated an amount with the client, it was a 
fixed amount that the client then agreed to pay us. 

Senator Levin. Typically 1.25 percent of the targeted loss; is that 
correct? 

Mr. Eischeid. Generally, yes, sir. 

Senator Levin. Now let us talk about the comments regarding 
netting and the grantor trust. Mr. Watson, who was one of the 
chief technical persons there, testified that netting gains and losses 
in a grantor trust would then allow individual gains and losses to 
be hidden, and that was not proper. 

If you will look at Exhibit 10,^ contains some internal KPMG e- 
mails on this matter. At this point KPMG was discussing whether 
its clients should use that method of netting, and Mr. Watson re- 
acted strongly to it. If you look at the two comments that Watson 
made, “When you put the OPIS transaction together with this 
‘stealth’ reporting approach, the whole thing stinks.” And the last 
sentence of the second quote of this e-mail of Mr. Watson, “I believe 
we are filing misleading, and perhaps false, returns by taking this 
reporting position.” 

Do you agree with Mr. Watson’s position, Mr. Eischeid? 

Mr. Eischeid. Senator, before I answer your question, I would 
like to, if I could, clarify the record. In your previous question I had 
agreed to your statement before you had I think completed it, and 


^See Exhibit No. 10 which appears in the Appendix on page 428. 
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so I just wanted to clarify that my affirmative response is with re- 
spect to our fee calculation and the loan premium amount. 

With respect to this question, no, I don’t agree with Mr. Watson’s 
characterization. 

Senator Levin. Here is what you wrote in that Exhibit 10. “We 
concluded that each partner must review the WNT memo and de- 
cide for themselves what position to take on their returns after dis- 
cussing the various pros and cons with their clients.” 

What I do not understand is why is the leader of the group, on 
an issue of this magnitude that is raised by the top technical pro- 
fessional on the issue, you tell your colleagues that they can do as 
they see fit. Should not a firm adopt a standard position on an 
issue as controversial as this one, and particularly one that results 
in potentially fraudulent returns? Why not a standard position in 
your firm? 

Mr. Eischeid. Senator, first of all, the reference memorandum, 
which I don’t necessarily see here, was prepared by the head of the 
Personal Financial Planning Practice within National Tax at the 
time. And so sometime later Mr. Watson expressed his view with 
respect to the issues addressed in that opinion. So what you are 
witnessing here is really that spirited debate that I referenced in 
my initial comments about what is simply the right answer? What 
is the proper interpretation of the law? I don’t think that any of 
the professionals viewed it as anything more than that, and that 
my partners are tax professionals, and I trusted their judgment to 
analyze the law and arrive at a correct determination. 

Senator Levin. Did any KPMG clients who utilized BLIPS use 
grantor trusts to net out the losses that were received from those 
strategies? 

Mr. Eischeid. Senator, no, not to my knowledge. 

Senator Levin. Did KPMG ever suggest this to them as a strat- 
egy? Did you ever sell BLIPS or OPTS on the basis of netting gains 
or losses in a grantor trust? 

Mr. Eischeid. Senator, as I indicated, I don’t believe that any of 
our BLIPS clients prepared or had tax returns prepared that re- 
flected any type of grantor trust netting. 

I must also point out that when — the IRS’s position with respect 
to grantor trust netting — emerged, as we discussed earlier, in Au- 
gust 2000, we endeavored to approach all of our clients to ascertain 
whether or not this type of netting might have occurred on one of 
their tax returns, and if so, we recommended to those clients, given 
the articulated position of the IRS, that they amend those returns. 

Senator Levin. If you take a look at Exhibit 10 at the second 
from the last page, where it says “up in the Northeast,” the third 
line there. “The short answer to your inquiry is,” see that? “Up in 
the Northeast, at least, there is quite a bit of activity in the trust 
area where they used to not audit many of these kinds of trusts. 
They are now auditing quite a number of them because they have 
figured out that trusts are a common element in some of these 
shelter deals.” Do you see that, “trusts are a common element?” 
Was that true in the case of BLIPS? 

Mr. Eischeid. Senator, I have no basis to answer that question. 

Senator Levin. You are not familiar with this KPMG document? 

Mr. Eischeid. I have seen this KPMG document, yes, sir. 
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Senator Levin. Is it true that trusts are a common element in 
some of these shelter deals? 

Mr. Eischeid. That would not be my understanding, no, Senator. 

Senator Levin. This was a call that you made, as I understand, 
asking a colleague if that colleague had spoken with a client whose 
name is redacted here; is that right? 

Mr. Eischeid. No, Senator, I don’t think I had anything to do 
with this particular document. 

Senator Levin. Take a look at the next page. It is a memo from 
you. “Did you have your ‘netting’ discussions with” blank and 
blank, redacted because they are clients, “I need copies of the 
memos of oral advice.” That is your memo. 

Mr. Eischeid. Yes, Senator. 

Senator Levin. This is the answer to it. So how can you say you 
are unaware of it? 

Mr. Eischeid. My impression. Senator, is that these are two to- 
tally unrelated documents, separated by 6 months or more. 

Senator Levin. The memorandum here of May 24 is not a re- 
sponse to your October document; they are not related? 

Mr. Eischeid. No, Senator. I think the second memorandum that 
you are referring to 

Senator Levin. Which is the second one, the one on top of 

Mr. Eischeid. October 20 is really referencing those kinds of cli- 
ent discussions that I just testified to. After Notice 2044 came out, 
and we went back to our clients to ascertain whether or not some 
type of netting activity had been undertaken. 

Senator Levin. So whether or not the top document was a re- 
sponse to the earlier one or not, you were interested in knowing 
whether there were netting discussions; is that correct? And it re- 
lated to FLIP; is that correct? 

Mr. Eischeid. This particular, the dialogue between myself and 
another of our partners related to a FLIP transaction, yes. Senator. 

Senator Levin. The short answer is yes. My question is, that that 
document asking your colleague whether you had netting discus- 
sions, related to FLIP; is that correct? And the answer is yes, is 
it not? 

Mr. Eischeid. Yes, this related to FLIP, correct. 

Senator Levin. Mr. Manth — well, let me ask Mr. Wiesner. I have 
a little time left. You are the partner in charge of the Washington 
National Tax Office during the BLIPS review. Exhibit 65 ^ is a May 
7, 1999 e-mail from Mr. DeLap. He forwards an e-mail from Mark 
Watson, who reports that based on new information he had just 
learned at a meeting with Presidio on BLIPS that he is no longer 
comfortable with the BLIPS product because there is only a remote 
possibility of making a profit, and the bank controls the loan pro- 
ceeds, so it is doubtful it is not even a real loan. He also reports 
that another technical reviewer at WNT is concerned about who is 
the borrower, and Mr. DeLap recommends not moving forward 
until these issues are resolved. 

Then, Mr. Wiesner, on May 7 and May 10 you meet with Mr. 
Rosenthal and Mr. Watson to discuss their concerns. You announce 


^See Exhibit No. 65 which appears in the Appendix on page 623. 
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that the decision was made to move forward. You overruled your 
technical people on this, did you not? 

Mr. WiESNER. Senator, what was reflected here was on — when 
we started our discussions of whether or not we could arrive at a 
more likely than not opinion in January. After 2 months of delib- 
eration, I had believed, because I thought I had received everyone’s 
sign-off, that we had arrived at a more likely than not conclusion. 
Mr. DeLap then began his review of the transaction, and there 
were some follow up e-mails and memorandums such as this 
memorandum on Friday, May 14. 

To the extent that there were issues raised that were new issues 
raised concerning the transaction, yes, we took those very seri- 
ously. 

Senator Levin. One of the issues is whether or not the represen- 
tations which are material to your firm’s tax opinion are credible; 
is that correct? 

Mr. WiESNER. Yes, sir, that is correct. 

Senator Levin. Whether those representations are credible. If 
you take a look at Exhibit 7,^ you wrote this memo on February 
7. 

“Last, an issue that I am somewhat reluctant to raise, but I be- 
lieve is very important going forward concerns the representations 
that we are relying on in order to render our tax opinion on BLIPS 
1. In each of the 66 or more deals that were done last year, our cli- 
ents represented that they ‘independently’ reviewed the economics 
and had a reasonable opportunity to earn a pre-tax profit. Also, 
they had no ‘agreement’ to complete the transaction in any pre- 
determined manner, i.e., close out the deal on 12/31 and trigger the 
embedded tax loss.” 

Now your writing. “As I understand the facts, all 66 closed out 
by year-end and triggered the tax loss. Thus, while I continue to 
believe that we can issue the tax opinions on BLIPS I, the issue 
going forward is can we continue to rely on the representations in 
any subsequent deals if we go down that road?” 

Now, when you were confronted with that evidence — 66 out of 66, 
that is not a coincidence — what did you do? Did you evaluate 
whether KPMG should rely on the client’s representations for these 
BLIPS deals? 

Mr. WiESNER. Senator, in the memorandum we are referring to, 
the e-mail which was February 24, the first paragraph of the e- 
mail was my conclusion that we still could issue a more likely than 
not tax opinion. We had considered 

Senator Levin. Is this for the ones that existed, or for a new one? 

Mr. WiESNER. This was for the 66 transactions that we were 
talking about for 1999. 

Senator Levin. Let us separate those out for the moment. You 
said later on in that memo, going forward, the issue is whether we 
can continue to rely on the representations made. 

Mr. WiESNER. Yes, I did. Senator, because after I made my con- 
clusion based on an evaluation of the law, and that is that the fact 
that the 66 people got in and got out, that does not, per se, result 
in the transactions of each individual not meeting the economic 


2 See Exhibit No. 7 which appears in the Appendix on page 415. 
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substance doctrine. But then, looking forward and worrying as a 
professional about the sort of — the types of representations we are 
looking for here and the reasonableness of the representations, I 
had a concern from a business point of view of whether we could 
continue to rely on the representations. 

Senator Levin. But you did continue, did you not? 

Mr. WiESNER. I am not sure on that. Senator, but if in fact we 
did, a determination was — my 

Senator Levin. You are not sure whether you continued to sell 
BLIPS deals? 

Mr. WiESNER. Senator, this memorandum really was my last in- 
volvement in the BLIPS transaction. 

Senator Levin. Well, let me tell you, you did continue to sell 
BLIPS deals. Now, does that trouble you? 

Mr. WiESNER. Well, Senator, I would have to look and examine 
the issue as we did for the 1999 deals and determine, again, wheth- 
er there was a reasonable basis for each of the individuals to make 
their representation. And that was an issue for 1999 as well as 
going forward that I and Washington National Tax wasn’t in a po- 
sition to make. 

What I did to follow up was talk to Mr. Eischeid and to make 
sure that Mr. Eischeid and the people in the field who were dealing 
with the clients would explore the issues. 

Senator Levin. I don’t see how in heaven’s name as a tax profes- 
sional you raise an issue, 66 out of 66 representations turn out not 
to be accurate. And you raise first the question as to whether you 
ought to issue the opinions that you subsequently issued. But then 
you say going forward. Going forward. Now you raise an issue. 
What about future deals? Should we continue to sell this? Should 
we continue to rely on these representations that are unanimously 
disproved by the facts? 

These are not credible representations. You put them in your cli- 
ent’s mouth. You folks write the representations. There is no pros- 
pect of a profit on the investment. Sixty-six times out of 66 that 
turns out to be the case. You raise the question, and then you con- 
tinue to go forward as a firm anyway. You continue to sell this tax 
deal. 

Mr. Eischeid. Senator, I am certain that I don’t agree with your 
characterization. We don’t believe that the representations that our 
clients made to us were false and that it is 

Senator Levin. It turned out not to be true 66 out of 66 times. 
Would you agree with that? 

Mr. Eischeid. No, Senator, I would not. I think the representa- 
tion that we’re speaking to is that the client at the time that they 
entered into the transaction believed that they had a reasonable 
opportunity to make a profit from their investment transaction. I 
think that’s the representation and 

Senator Levin. Mr. Wiesner, you said, “My recommendation is 
that we deliver the tax opinions in BLIPS I and close the book on 
BLIPS and spend our best efforts on alternative transactions.” The 
firm did not do that. They did not follow your advice. Should they 
have? 

Mr. Wiesner. Senator, my responsibility was, again, as a tech- 
nical reviewer of the transaction and coming to my conclusion with 
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respect to the transaction and what we should do. I made the rec- 
ommendation from my own personal view and in my own judg- 
ment, and — ^but I was not the person who would ultimately make 
the decision. 

Senator Levin. Does it trouble you the firm went forward and 
continued to sell BLIPS? You were troubled when you wrote the 
memo. Are you troubled now when I tell you the firm went ahead 
and sold BLIPS, more BLIPS? Does that bother you? 

Does anything bother you? Now I am asking you a direct ques- 
tion. You made a recommendation, Mr. Wiesner. You are a profes- 
sional. You recommended to your firm that they stop selling 
BLIPS. They didn’t. My question: Does that bother you? 

Mr. Wiesner. Senator, I was — again, in the context of the situa- 
tion, I was making my own personal recommendation in terms of 
what I thought was a course of action. This is an area of very com- 
plex, difficult interpretation of the law, application of the facts to 
the law, and I made my best determination and made my rec- 
ommendation. 

Mr. Eischeid. And, Senator, I might point out 

Senator Levin. Could you answer my question? 

Mr. Eischeid. I am sorry. 

Senator Levin. Are you going to answer my question? I know it 
was a personal recommendation of yours. That is my question. Are 
you personally bothered by the fact that your recommendation was 
not followed? 

Mr. Wiesner. Would I have preferred that my recommendation 
were followed? 

Senator Levin. Yes. 

Mr. Wiesner. Yes. 

Senator Levin. Thank you, Mr. Chairman. 

Senator Coleman. Thank you. We will excuse the panel and now 
call our next panel. 

Senator Levin. Mr. Chairman, I do have questions for the record 
for the witnesses that I did not get to, and I am wondering if the 
record can be kept open for those witnesses. 

Senator Coleman. Without objection. 

Senator Levin. Thank you. 

Senator Coleman. I would now like to welcome our third panel 
to today’s hearing: Richard Berry, Jr., Senior Partner with 
Pricewaterhouse Coopers, New York City; Mark Weinberger, Vice 
Chair of Tax Services for Ernst & Young, Washington, DC; and, fi- 
nally, Richard H. Smith, Jr., Vice Chair of Tax Services for KPMG 
LLP, New York City. 

Again, I want to thank you for your attendance at today’s hear- 
ing, and I look forward to hearing your testimony. 

Before we begin, pursuant to Rule VI, all witnesses who testify 
before the Subcommittee are required to be sworn. At this time I 
would ask you to please stand and raise your right hand. Do you 
swear that the testimony you are about to give before this Sub- 
committee is the truth, the whole truth, and nothing but the truth, 
so help you, God? 

Mr. Berry. I do. 

Mr. Weinberger. I do. 

Mr. Smith. I do. 
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Senator Coleman. As I have indicated to witnesses before in the 
other panels, I would like you to confine your testimony to 5 min- 
utes in a statement but that your entire written testimony will be 
entered into the record. 

We will start with Mr. Berry, who will go first, followed by Mr. 
Weinberger and finish up with Mr. Smith. And after we have heard 
all the testimony, we will turn to questions. 

Mr. Berry, you may proceed. 

TESTIMONY OF RICHARD J. BERRY, JR.,i SENIOR TAX PART- 
NER, PRICEWATERHOUSE COOPERS LLP, NEW YORK, NEW 

YORK 

Mr. Berry. Thank you. Good afternoon. Chairman Coleman and 
Senator Levin. I am Rick Berry, and I serve as the national leader 
of Pricewaterhouse Coopers tax practice. I am pleased to be here 
today to discuss the important topic of abusive tax shelters. 

Let me say right at the outset that we share the Subcommittee’s 
concerns about the impact that abusive shelters have on our tax 
system. I welcome the opportunity to discuss our own experience 
with the Subcommittee. I know you have had a long day so far, so 
I will briefly summarize my written testimony. 

From 1997 to 1999, we had a small group of less than 10 people 
who worked on three tax shelters known as FLIP, CDS, and BOSS. 
The BOSS transaction triggered widespread public attention and 
controversy in the fall of 1999. As a result, we decided that we had 
made a regrettable mistake being in this business. Our reputation 
was hurt, our clients and people were embarrassed, and it was in- 
compatible with our core business. 

We got out of this business immediately. We established an inde- 
pendent and centralized quality control group. We strengthened 
our procedures to ensure that we would never again engage in this 
type of activity. We decided the appropriate course of action was 
to shut down the BOSS transactions and refund all the fees we had 
received. 

Not one of the BOSS transactions was ever completed. We also 
never, I repeat, never did any of the so-called Son of BOSS trans- 
actions. We stopped doing FLIP and CDS as well. We have now 
been out of this business for almost 4 years. 

Not long after this, the IRS contacted our firm to review our com- 
pliance with the registration and list maintenance requirements of 
the tax law. The next step to putting this behind us was to work 
with the IRS to resolve any issues relating to our registration and 
list maintenance obligations. We fully cooperated with the Service. 
We reached a closing agreement in June 2002 and made a settle- 
ment payment. We agreed to provide the IRS with over 130 tax 
planning strategies for their review. They are in the final stages of 
this review, and no issues have been raised. 

The IRS also reviewed our quality control procedures and told us 
they were comprehensive, thorough, and effective. We continue to 
cooperate with the Service and fully abide by the terms of our 
agreement. 


^The prepared statement of Mr. Berry appears in the Appendix on page 303. 
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Our experience almost 4 years ago served as a wake-up call to 
our tax practice. Our partners were adamant that we get out of 
this business immediately. We took the unusual step of shutting 
down the largest transaction and returning all of our fees. We set- 
tled with the IRS. We implemented comprehensive quality control 
procedures to ensure that the firm would never again be involved 
with potentially abusive tax products. We take responsibility for 
our actions, and we have learned from our mistakes. As a result, 
our tax practice is once again dedicated to the core values on which 
our firm was founded. 

Thank you for the opportunity to testify before you today. I look 
forward to your questions. 

Senator Coleman. Thank you, Mr. Berry. Mr. Weinberger. 

TESTIMONY OF MARK A. WEINBERGER, i VICE CHAIR, TAX 
SERVICES, ERNST & YOUNG LLP, WASHINGTON, DC 

Mr. Weinberger. Good afternoon. Chairman Coleman and Sen- 
ator Levin. My name is Mark Weinberger, and I am representing 
Ernst & Young. I appreciate the opportunity to participate in ad- 
dressing the important matters being considered by your Sub- 
committee. 

The subject of tax shelters is complex, and the complexity begins 
with the definition of tax shelters. When I discuss tax shelters, I 
am referring to products that have been widely marketed that are 
intended to generate tax benefits substantially in excess of any an- 
ticipated economic and business benefits, generally to shelter in- 
come from other sources. Beginning in the mid-1990’s, these prod- 
ucts were marketed with increasing frequency by investment 
banks, law firms, financial service firms, accounting firms, and 
other professional service firms, including ours. 

The stock market boom and the proliferation of the stock awards 
in the 1990’s created an unprecedented number of individual tax- 
payers with large gains and significant potential tax liabilities. Ini- 
tially, in an effort to be responsive to client needs, we and other 
firms looked for legitimate tax planning to try and meet their 
needs. Perhaps reflecting the tenor of the times, these efforts rap- 
idly evolved into competitive and widespread marketing of those 
ideas. 

Selling and marketing are essential parts of any business, but we 
should not allow any part of our tax practice to be dominated by 
a sales mentality. Our past involvement in the type of activities 
that are the focus of this Subcommittee’s attention is not reflective 
of our — and we believe your — expectations of our role as profes- 
sionals. Ernst & Young has more than 23,000 employees in the 
United States. That number includes more than 6,000 professionals 
in the tax practice who provide a wide range of tax services to more 
than 22,000 tax clients. The revenues derived from the work under 
scrutiny by this Subcommittee never accounted for more than one- 
half of 1 percent of our firm’s revenues. Our core tax practice was 
and is assisting our clients in their efforts to comply with the tax 
laws and reduce their tax liability in a manner that is appropriate 


^The prepared statement of Mr. Weinberger appears in the Appendix on page 309. 
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and consistent with the tax law. We are committed to doing busi- 
ness in ways that embody the highest professional standards. 

To make sure that we stay true to who we are as a firm, since 
I have assumed responsibilities, we have implemented a host of 
policy, procedural, and organizational reforms designed to create 
the highest quality professional environment. In addition, we have 
entered into a settlement agreement with the IRS regarding tax 
shelter registration and list maintenance requirements. And we 
have disbanded the group that had been involved in developing and 
marketing of tax products of the type at issue. This has nothing to 
do with the merits of the transactions; it has to do with who we 
want to be as a firm. 

We have made a number of organizational changes that are rel- 
evant in the context of this hearing. Ernst & Young has established 
a new full-time position called Americas Director for Tax Quality, 
who is a senior serving client representative who now has full-time 
responsibility just to look over all of our quality initiatives; estab- 
lished a Tax Technical Review Committee for each of our key func- 
tional areas in tax to provide detailed technical reviews of signifi- 
cant issues and help assure consistency in interpretation of the tax 
law; established a new tax review board, with members that in- 
clude senior executives from outside the tax practice from our gen- 
eral counsel’s office and our quality department, to provide a firm- 
level view with respect to tax practices, services, and relationships; 
and established a new tax practice hotline to allow employees to 
provide anonymous input on any matter about which they may 
have concerns. 

In addition to our most recent initiatives, we continue to adhere 
to our policies under which we do not recommend transactions that 
have been listed by the IRS as potentially abusive or substantially 
similar; and, furthermore, we do not enter into confidentiality 
agreements with our clients for tax services. 

Finally, as part of our efforts to move forward, earlier this year 
Ernst & Young executed a closing agreement with the Internal 
Revenue Service resolving all issues regarding tax shelter rules 
and regulations. A key aspect of that agreement is our commitment 
to implement a quality and integrity program to promote the high- 
est standards of practice and ongoing compliance with laws and 
regulations. 

The agreement includes a significant investment by our firm in 
education, data collection, national review, and annual audits of 
our practices across the country. This will ensure consistent quality 
for our firm and our clients. 

In closing, we believe these initiatives, individually and collec- 
tively, will foster the highest standards of professionalism within 
Ernst & Young. We believe these policies are the right course for 
our firm and our clients. 

That said, in the years ahead, there surely will be disagreements 
between the IRS and taxpayers. Our tax laws are enormously com- 
plex, and there is more than ample room for disagreement on any 
number of issues. Where the Service and the taxpayers disagree, 
those differences should reflect well-reasoned and good-faith inter- 
pretations of the rules as applied to a particular taxpayer’s facts 
and circumstances. 
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Let me assure you that we know who we are and who we want 
to he. We have taken, and are taking, numerous steps to ensure 
that quality and professionalism are the touchstones for everything 
we do. 

Thank you again for the opportunity to discuss our positive 
changes with you, Mr. Chairman and Senator Levin, and I will an- 
swer the Subcommittee’s questions at the appropriate time. 

Senator Coleman. Thank you, Mr. Weinberger. Mr. Smith. 

TESTIMONY OF RICHARD H. SMITH, JR., VICE CHAIR, TAX 
SERVICES, KPMG LLP, NEW YORK, NEW YORK 

Mr. Smith. Thank you, Mr. Chairman. 

Mr. Chairman, Senator Levin, my name is Richard Smith. I am 
the Vice Chair of Tax Services for KPMG. While today’s hearing is 
focused on certain tax strategies KPMG presented to clients in the 
past, I would like to describe how KPMG’s policies and practices 
have changed since then. 

The business and regulatory environment are markedly different 
today than at the time KPMG and its competitors presented such 
strategies, and KPMG has moved forward as well. KPMG has no 
higher priority than restoring public trust in the accounting profes- 
sion. It is no longer enough to say that a strategy complies with 
the law or meets technical standards. Today, the standard by 
which we judge our conduct is whether any action could in any way 
risk the reputations of KPMG or our clients. If it could, we will not 
do it. Our reputation, our integrity, and our credibility are simply 
too important to put at risk. 

Some of the more significant changes and new procedures in 
place at KPMG include: 

One, we have substantially changed KPMG’s tax services and of- 
ferings. Today, KPMG offers our clients tax services that are tai- 
lored to address their distinct business objectives and tax planning 
needs. We no longer offer or implement aggressive look-alike tax 
strategies. In particular, we no longer offer or implement FLIP, 
OPIS, BLIPS, or SC2, or any similar transactions. Additionally, 
KPMG does not and will not accept any new engagements for ad- 
vice and opinions on tax shelters that have been listed and deemed 
abusive by the Internal Revenue Service. 

Two, over the past 3 years, KPMG has developed an increasingly 
more rigorous and formal review and oversight procedure within 
our tax practice. All tax strategies must undergo three levels of re- 
view and approval. 

First, we have created the new position of Partner in Charge of 
Tax Risk and Regulatory Affairs. This partner analyzes each tax 
strategy proposed by the firm to determine if it could in any way 
put KPMG or our clients at risk. 

Second, the partner in charge of our Washington National Tax 
Practice must sign off on the technical merits of all significant tax 
strategies. 

Finally, the Department of Professional Practice-Tax reviews all 
tax strategies to ensure that they are in compliance with the firm’s 
policies and procedures. Each of these partners has veto power over 
any tax strategy proposed and operate independently from our op- 
erations and business development functions. If any tax strategy 
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puts KPMG or our clients at risk, is not technically correct and de- 
fensible, or is inconsistent with our policies or procedures, it will 
not be approved. 

Three, we have also revised our procedures with respect to list 
maintenance and registration obligations under the Internal Rev- 
enue Code. In early 2000, KPMG established a practice, procedure, 
and administration group in Washington National Tax as the con- 
tact point for analysis of disclosure, list maintenance, and registra- 
tion issues. KPMG’s procedures and training programs have been 
updated continuously since that time, tracking developments in the 
law and fine-tuning our compliance processes. 

Four, practices and positions focused on look-alike strategies are 
no longer part of this firm. In 2002, two practices in particular, 
Stratecon and Innovative Solutions, were eliminated. Many of the 
partners who were part of these practices are no longer with the 
firm. We have abolished positions such as national deployment 
champions and area deployment champions, which were charged 
with marketing these strategies to our clients. We also eliminated 
the Tax Innovation Center, which was responsible for supporting 
the marketing of look-alike tax strategies. 

Five, our tax training program now focuses on technical develop- 
ments rather than marketing strategies. We have discontinued 
weekly tax partner calls, training programs, and other activities 
that primarily focus on marketing. Tax partners calls and training 
now concentrate on changes in the law and technical tax develop- 
ments. 

Six, in 2002, KPMG implemented a firm-wide compliance and 
ethics hotline. This hotline is designed to encourage anyone within 
KPMG to report their concerns about any potentially unethical, im- 
proper, or illegal conduct within the firm, and is in addition to 
long-standing channels for employee communication. 

Seven, we have put in place more stringent rules about offering 
tax services to executives at our SEC audit clients. Under the Sar- 
banes-Oxley Act, the audit committees of our SEC audit clients 
must preapprove all services provided by KPMG, including tax 
services. We have applied this disclosure and approval discipline to 
tax advice offered to executives of SEC audit clients. 

Eight, we are constantly looking at additional steps we can take 
to improve and enforce compliance with these policies and prac- 
tices. 

Senator Coleman. If you would just summarize? 

Mr. Smith. I will just sum up and move forward. Thank you. 
Senator. 

Senator Coleman. Thank you. 

Mr. Smith. We encourage anyone at KPMG to bring to our atten- 
tion immediately any actions that are inconsistent with these guid- 
ing principles and procedures and to suggest additional policies or 
procedures that would help ensure that we are providing the high- 
est quality tax services and advice to our clients. 

KPMG looks forward to being part of the solution and wants to 
work with Congress as well as the IRS and other policymakers as 
you consider sound and responsible approaches to better define 
what tax strategies are allowable under the law and to further 
strengthen the enforcement of the tax code. 
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Thank you, and I look forward to your questions. 

Senator Coleman. Thank you, Mr. Smith. 

First, let me say that I applaud the efforts that you have taken 
and the commitment that you have made to apply the highest 
standards, the sensitivity that we are hearing today regarding the 
impact this has on the reputation of firms and the industry. So I 
want to put on the record my appreciation for that. 

At the same time, obviously, as we look back, the past is not a 
pretty past, and part of the concern, as we sit here, our job is to 
figure out where we go from here. Was the past just simply a prod- 
uct of the booming 1990’s and being awash in cash? And the sense 
I get, gentlemen, is that — and, by the way, not just PWC and Ernst 
& Young and KPMG. We could have had the table lined up with 
everybody in the business, it seems, looking for ways to figure out 
how to wash out profit and to limit liability. I mean, that is the 
reality. 

So the question is: How do we make sure it does not happen 
again? How do we make sure that these statements today that you 
make saying, hey, we have changed our process, we have cleaned 
up our act, will be the reality should this economic engine start 
booming again? And that is a concern. 

I do not think we need to have an IRS agent sitting there next 
to you as you make your policy decisions. But as we look at the 
past, clearly, there is a very sorrowful record, I think. 

Mr. Berry, I would take it that you would agree that these FLIP, 
BOSS, CDS things, as you look back, lacked economic substance. 

Mr. Berry. Mr. Chairman, with respect to the BOSS transaction, 
which we did not do, that in my judgment is an abusive shelter, 
or would have been. 

With respect to FLIP and CDS, if not abusive, they come very 
close to that line. They do not meet our quality standards. We re- 
gret that we ever got involved in those transactions, and we would 
not do them today. 

Senator Coleman. Would you have an opinion on BLIPS? 

Mr. Berry. I am not familiar with those transactions. We never 
did them. 

Senator Coleman. We talked about registering a little bit, and 
perhaps, Mr. Weinberger, on that issue. My concern is the lack of 
registration service as the way to keep things under the radar. 
Would you agree with that? 

Mr. Weinberger. Senator, I agree that transparency and the 
ability for the IRS to be able to identify transactions quickly and 
respond is absolutely a cornerstone to being able to deal with this 
process going forward. And that involves registration on the part 
of promoters. It involves disclosure by taxpayers. And it involves 
the list maintenance rules that the IRS also passed. 

Senator Coleman. How do we ensure that there is transparency 
on a regular basis? Is it going to require more legislation? 

Mr. Weinberger. Well, Senator, since the original transactions 
that were discussed today and others that are out there have oc- 
curred, there have been significant regulatory changes, and there 
are legislative changes before the Senate Finance Committee. The 
environment has changed in many ways, not the least of which is 
the disclosure rules are now more aligned with the registration and 
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list maintenance rules, which creates a weh so that not only will 
individuals have to disclose transactions, hut the promoters are 
supposed to register them and maintain lists as a mechanism to he 
able to give the IRS the information to be able to actually know 
when those transactions occur and to respond appropriately. 

Senator Coleman. Mr. Smith, does KPMG have internal controls 
regarding to ensure that IRS registration requirements are met? 

Mr. Smith. Yes. Certainly over the years, we have improved our 
policies and procedures to reflect not only the changes that have 
taken place in the law and regulations, as Mr. Weinberger de- 
scribed, the changes in the disclosure rules as well as the listing 
requirements. But we have put in policies and procedures that go 
beyond those particular rules that I think are helpful in addressing 
the concerns that you are talking about today. 

For example, for us we think transparency is so important that 
we are going to err on the side of registration beyond what might 
be required in the law and regulations. 

Senator Coleman. One of the areas of questioning that was gen- 
erated by my distinguished Ranking Member, Senator Levin, had 
to do with the fee structure. To me, why not base fees on profits 
that would be generated by a transaction, if you really believe that, 
versus fees that are being generated due to the amount of loss you 
are going to take? I mean, it is clear that that was the standard. 

Is that something that needs to be dealt with legislatively? 

Mr. Smith. I think that there are a number of different ways 
that fees could be structured, and I think there have been some 
significant changes that have occurred over the past couple of 
years. 

Mr. DeLap talked about the changes with regard to contingent 
fees. We think that those were good changes and certainly have fo- 
cused on how do we bring transparency to our fees as well as bring 
transparency for the government into the transactions in which we 
are involved. 

Senator Coleman. And, again, to note from an industry-wide 
perspective, I take it, Mr. Weinberger, that Ernst & Young also 
used a fee system based on taxes avoided under the shelters in the 
past. Is that correct? 

Mr. Weinberger. Senator, we had fixed fees that were based on 
investments which were attributable to the losses. 

Senator Coleman. Has that process been changed today? 

Mr. Weinberger. Yes, the AICPA and the SEC have rules on 
contingent fees, and obviously we need as an industry to comply 
with all of those. The vast majority of work that our firm does is 
hourly based. There are certain circumstances where they are spe- 
cifically allowed to have value-billing based on the complexities of 
different transactions or the investment involved. 

Senator Coleman. And my last question, because I am trying to 
figure out where we go from here, and I could spend a lot of time 
getting very angry, as my colleague, I think justifiably, from Michi- 
gan has been as he has looked at the amounts of tax avoidance as 
a result of these schemes and the impact that it has. 

Gentlemen, I would like you all to respond. Talk to me about the 
lessons you have learned what the industry as a whole should take 
from what we have discussed today, and where does the tax ad- 
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viser industry go from here? Where do we go from a legislative per- 
spective as well as from an internal perspective? And I take it your 
statements of the controls you set in place perhaps have answered 
that, hut I would like your sense. Is there more legislation that we 
are going to have to enact in order to keep the reins on this thing 
and ensure that people meet the highest quality ethical standards? 
Mr. Berry. 

Mr. Berry. Yes, my firm is very supportive of additional legisla- 
tion, particularly in the areas of increased disclosure, hoth on the 
part of the taxpayer and the tax preparer, and definitely increased 
penalties. 

Senator Coleman. Mr. Weinberger. 

Mr. Weinberger. Senator, I think that legislation will never 
solely prevent individuals, if they do not step up to the plate and 
do the right thing. So I think it takes our part as a professional 
service firm. I think it does take the IRS following up on the trans- 
actions they identify. I think the transparency and disclosure rules 
are crucial. We have an incredibly complex tax code. I am not Pol- 
lyanna-ish enough to think that we are going to simplify it, but 
that would certainly be a huge benefit to dealing with those who 
want to aggressively use the tax code in ways that take advantage 
of the complexity. And like Mr. Berry, I do think the cost/benefit 
analysis of looking at whether or not when you give advice you are 
following the rules, it should be further analyzed, absolutely. 

Senator Coleman. Mr. Smith. 

Mr. Smith. Yes, I think all of the component pieces of the system 
are important to improving compliance with the tax code. The IRS, 
clients, tax advisers. Congress — I think all of those are important 
in terms of the policies that they set. 

At the end of the day, it is how a professional feels about them- 
selves and how they feel that they should conduct themselves, and 
that is part of setting the tone at the top within each of those orga- 
nizations and institutions. And it is about executing on setting the 
highest professional standards and making sure that we live up to 
those. 

So I think the internal controls and changes that have been 
made by certainly the three firms before you right now, as well as 
the changes with regard to listing and disclosure that apply to the 
firms and apply to the taxpayers, are important developments in 
the entire system. 

We certainly support anything that relates to further trans- 
parency and enforcement of that transparency. 

Senator Coleman. Thank you, Mr. Smith. Senator Levin. 

Senator Levin. Thank you, Mr. Chairman. 

I am glad one of you mentioned the need to increase penalties. 
The current penalty for promoting an abusive tax shelter is $1,000. 
Now, there is no way that that is anything other than a parking 
ticket. And when professionals promote abusive tax shelters, it 
seems to me that the penalty has got to be similar to what the pen- 
alty is paid by the taxpayer that they are advising and putting doc- 
uments into the hands of. And so one of the provisions of the bill 
which we will be introducing will be increased penalties, but they 
are going to be significant because the current penalties of $1,000, 
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I think a maximum of $10,000 for a similar violation, is a joke. And 
it is a pitiful joke. 

Mr. Smith, your prepared statement says on page 4 at the top 
that in 2002, KPMG eliminated two tax groups that “were respon- 
sible for developing tax strategies specifically designed to he pre- 
sented to multiple clients, Stratecon and Innovative Solutions.” 
And when did that happen in 2002? 

Mr. Smith. That happened as I came on as the Vice Chair of 
Tax, Senator, which would have been in April. 

Senator Levin. Of last year? 

Mr. Smith. Yes. 

Senator Levin. Well, when you look at Exhibit 89, ^ if you would 
take a look at your exhibits, this is the organizational chart for 
KPMG for 2003 that your firm supplied to the Subcommittee in 
February of this year in response to the subpoena. 

Now, we asked for organizational charts for each of several years 
so we could understand the way your firm is organized. The 2003 
chart still lists Stratecon. How do you explain that? 

Mr. Smith. This organizational chart is inaccurate. 

Senator Levin. Your own organizational chart is inaccurate? 

Mr. Smith. This particular version 

Senator Levin. Your own organizational chart is inaccurate? Is 
that what your testimony is? 

Mr. Smith. This version that you have is not accurate in terms 
of 

Senator Levin. This is your document, KPMG 000001. I mean, 
this is what you supplied to us. This is the first document you sup- 
plied to us in response to a subpoena. Are you testifying that the 
document you supplied us showing your organizational makeup for 
2003 was inaccurate? 

Mr. Smith. I think it reflects a change in one box in this par- 
ticular organizational chart which has me as the Vice Chair of Tax. 
There are numerous — as I just perused over this particular organi- 
zational chart before me, there are numerous errors in terms of the 
organization. 

Senator Levin. All right. I just want to make it clear. This is the 
chart that your firm supplied to us. Is that correct? 

Mr. Smith. I suspect it is. Senator. 

Senator Levin. Can you get us an accurate chart? 

Mr. Smith. Yes. 

Senator Levin. Because I think the Subcommittee has a right to 
expect when we subpoena documents that you will give us accurate 
documents. Is that a fair expectation, would you say? 

Mr. Smith. I would have expected that you would have received 
something other than a draft organizational chart. 

Senator Levin. Was this a draft that you submitted to us? 

Mr. Smith. Let me restate that, sir. This document that you have 
does not reflect our organization. 

Senator Levin. OK. Now, it also refers to a PEP, Personal Finan- 
cial Planning, as I understand it. 

Mr. Smith. Yes. 

Senator Levin. Innovative Strategies, do you see that? 


^See Exhibit No. 89 which appears in the Appendix on page 680. 
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Mr. Smith. I don’t see 

Senator Levin. Do you see where it says PFP Inno Strat, J. 
Eischeid? Do you see that, the third column? 

Mr. Smith. I’m sorry. I don’t. 

Senator Levin. Excuse me, J. Eischeid. 

Mr. Smith. Oh, I do see it, yes. 

Senator Levin. OK. It doesn’t refer to Innovative Solutions, 
which your statement refers to. 

Mr. Smith. Innovative Strategies or Innovative Solutions 

Senator Levin. They are the same? 

Mr. Smith [continuing]. Was a practice that we no longer had 
after I became Vice Chairman, notwithstanding what is reflected 
on this organizational chart. 

Senator Levin. We can’t find Innovative Solutions, which your 
testimony referred to, in any of your charts. It is always Innovative 
Strategies. 

Mr. Smith. Well, the two practices. Senator, that I focused on 
when I became Vice Chair in terms of making some changes to our 
focus and to our business were Stratecon and Innovative Strategies 
or Innovative Solutions. 

Senator Levin. To either name, is when you 

Mr. Smith. Either name from my perspective. 

Senator Levin. I have got you. 

Mr. Smith. It is the practice that was represented by this prior 
organizational chart. 

Senator Levin. OK. I want to ask about another document. This 
is a proprietary document which we are going to put in front of 
you. We did not put it in our documents because it is proprietary. 
It is a long one. 

Mr. Smith. Thank you. 

Senator Levin. It is dated November 26 . Do you see that? 

Mr. Smith. Yes, Senator, I do. 

Senator Levin. OK. Now, if you take a look at about the eighth 
line on the left, it still shows Stratecon there. You said that you 
eliminated it in April 2002. 

Mr. Smith. Yes. 

Senator Levin. We have a date, November 26, 2002, which still 
shows Stratecon, and it still shows Solutions in Development. How 
do you explain that? 

Mr. Smith. Yes. As I came in to serve as the Vice Chair of Tax, 
I made very clear that we were going to make changes to our struc- 
ture in terms of the organization and focused on these two in par- 
ticular, and others. 

This document reflects the fact that the systems that we had had 
not yet been changed at the particular point in time when this doc- 
ument was produced. 

Senator Levin. I thought you said you terminated — it is just very 
unclear to me. I thought you said you terminated Stratecon when 
you came in in April 2002. And my question is: Why does Stratecon 
still show as having Solutions in Development on November 26, 
2002? It is a straightforward question. 

Mr. Smith. Yes, and 

Senator Levin. I don’t understand your answer. 
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Mr. Smith. Let me try to elaborate on it, Senator, and that is, 
we have a number of systems, accounting systems throughout our 
business, and stand-alone databases in various parts of our busi- 
ness, and I believe that this particular document reflects a data- 
base that was not updated based on the changes that we made in 
our practice. 

Senator Levin. So this document is wrong, too. It wasn’t updated 
as of November 26? It was incorrect? 

Mr. Smith. Systems changes in terms of databases do take some 
time to implement, so it is reflective that we had had a Stratecon 
practice and that certain things had been worked on, yes. 

Senator Levin. There is an e-mail from Mark Watson, Exhibit 
34,1 ]y[^ Smith, on July 22, 1999. 

Mr. Smith. That was Exhibit 34, Senator? 

Senator Levin. Yes, Exhibit 34, to you and Mr. Wiesner. This is 
about the BLIPS economic substance issue. It raises questions. It 
says, “It seems very unlikely that the rate of return on the invest- 
ments purchased with the loan proceeds will equal or exceed the 
interest charged on the loan and the fees incurred by the borrower 
to secure the loan. . . . Before any fees are considered, the client 
would have to generate a 240-percent annual rate of return on the 
$2.5 million foreign currencies investment in order to break even. 
If fees are considered, the necessary rate of return to break even 
would be even greater.” 

Mr. Watson also noted that the BLIPS client “has a tremendous 
economic incentive to get out of the loan as soon as possible due 
to the large negative spread.” 

And then he asked you, “Before I submit our non-economic sub- 
stance comments on the loan documents to Presidio, I want to con- 
firm that you are still comfortable with the economic substance of 
this transaction.” He had told our staff that he never heard from 
you following that memo. Is that correct? 

Mr. Smith. Well, my recollection doesn’t serve me back to 1999, 
Senator, but let me provide you some insights that might be help- 
ful. 

Senator Levin. I just want to know, because in terms of time we 
are running out. Do you remember responding to this memo? 

Mr. Smith. I have no particular recollection of responding to this 
memo, but I know what I would do having read this memo right 
now, and that would have been — he talks about a commitment that 
he has, I think for the following day, and so I either would have 
called him or I would have known that that deadline was not some- 
thing that we needed to meet, and I would have gotten back to him 
either in a general meeting about this matter or specifically. 

Senator Levin. All right. Now, turn to Exhibit 13, ^ if you would. 
This is an August 1999 Mark Watson memo. It says before BLIPS 
“engagement letters are signed and revenue is collected, I feel it is 
important to again note that I and several other WNT partners re- 
main skeptical that the tax results purportedly generated by a 
BLIPS transaction would actually be sustained by a court if chal- 


^See Exhibit No. 34 which appears in the Appendix on page 521. 
2 See Exhibit No. 13 which appears in the Appendix on page 450. 
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lenged by the IRS. We are particularly concerned about the eco- 
nomic substance of the BLIPS transaction.” 

And then if you look at the top of the page, you will see that Ste- 
ven Rosenthal responded to Mark Watson that very day as follows: 
“I share your concerns.” And then a few lines later, “I continue to 
be seriously troubled by these issues, but I defer to Phil Wiesner 
and Richard Smith to assess them.” 

So now your two professionals seriously question the economic 
substance of BLIPS, and they appear to be identifying you as well 
as Mr. Wiesner as individuals who ignored their concern and 
pushed through the approval of BLIPS. You have heard Mr. Wat- 
son’s testimony. How did BLIPS get approved when there are such 
serious questions about its economic substance? 

Mr. Smith. Well, I certainly don’t agree with the characterization 
that we ignored their concerns. If we go back and look at the entire 
time line here, you go back to January or February 1999, and there 
was in-depth consideration of all of the issues that were implicated 
within BLIPS. These are a couple among those which where the 
debate continued. Certainly it was encouraged that everybody have 
the opportunity to raise concerns that they had throughout the 
process at any point in the process so that those could be con- 
cerned — be considered, excuse me. 

Senator Levin. If the professionals in their positions today had 
the same problems with the tax product, would you proceed with 
it? 

Mr. Smith. I would say that if people have technical concerns 
with regard to any matters that we have, that we would consider 
them seriously in our discussion. The difference 

Senator Levin. I am sure that is what your position is, that you 
would seriously consider them. But given what you know now — and 
I think then from these memos — of their concerns, lack of economic 
substance, no real loan. Over and over again they were told. This 
came to you anyway. Would you override their concerns today? 

Mr. Smith. I think our process has evolved in terms of how we 
might address this today. One of the things that we have learned 
in terms of how to deal with these types of issues is that we put 
out as our standard that we got to “more likely than not.” And we 
believe that we reached that standard. 

The issue with that standard is that it is close to the edge of the 
cliff. You are up to and — you are not to cross that edge. But cer- 
tainly once you go up there, it is often the cautious and the right 
thing to do to back away and not approach these types of issues 
in the same manner. 

So the change in the way that we would go about this would be 
to consider that and assure ourselves that we are not conducting 
ourselves in a way that would have this same level of risk associ- 
ated with it. 

Senator Levin. Over the last 5 years, Mr. Smith, did KPMG en- 
courage the sale of its tax products to potential clients? 

Mr. Smith. We are in a business. Senator, and we do talk to our 
clients about tax advice, and we encourage and talk to our profes- 
sionals about making sure that they represent our clients and that 
they think about their industry and the issues that face them and 
work to represent them fully. 
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Senator Levin. Well, it is not a response to the question, and I 
want to ask it — I am going to try it again. 

Mr. Smith. Sure. 

Senator Levin. It is a very significant question. It goes to the 
heart of all of the promoting that you did. You have given us a list 
of all the tax products which you developed, which were offered for 
sale. We have seen the marketing plans, the telemarketing, the 
profiles of likely clients for your tax products, the internal data- 
bases that were used to develop potential client lists for some of 
your tax products; again, your telemarketing center in Fort Wayne, 
Indiana; the unsolicited contacts with clients to tell them of KPMG 
tax products and services; the revenue goals that you set for your 
tax groups; your sales opportunity center that was intended to help 
its personnel sell your tax products. 

I just want to talk now about tax products, and my question to 
you, again, is: Have you over the last 5 years encouraged the sale 
or acceptance of tax products to potential clients? 

Mr. Smith. Certainly our encouragement of our professionals to 
serve their clients has extended over the past 5 years as well as 
before that. 

Senator Levin. I have just got to keep asking it. It is my last 
question. I may have to ask it two or three more times. Have you 
encouraged the sale or acceptance of your tax products to potential 
clients? 

Mr. Smith. We have encouraged our tax professionals to advise 
our clients, and we do that, have contact with 

Senator Levin. Did that include — look, I have got to just keep 
asking this. Did that include encouraging the sale or acceptance of 
your tax products by those clients? 

Mr. Smith. Well, Senator, I think that 

Senator Levin. It is a straightforward question. 

Mr. Smith. In a number of different components of our business, 
we talk to our clients in many different ways, over the telephone 
and in writing, in meetings face-to-face, and we do encourage our 
tax professionals to meet with our clients and talk to them about 
the complexities of the tax code and to talk about their business 
and the things that they ought to be thinking about from a tax per- 
spective, yes. [Laughter.] 

Senator Levin. Is “yes” the answer to my question? 

Mr. Smith. I believe that my entire response was the answer to 
your question. 

Senator Levin. But is the “yes” at the end of it intended to re- 
spond to my question? Did KPMG 

Mr. Smith. I’m trying to 

Senator Levin. No, I am sorry. See, you come here and you are 
asking us to believe that you have basically changed your ways, 
things are done differently there now for various reasons. And, 
frankly, I am skeptical. And one of the reasons which makes me 
skeptical is I cannot get a straight answer out of you to a very di- 
rect question, whether or not KPMG encouraged the sale or accept- 
ance of its tax products to potential clients. There is a mass of evi- 
dence that you did, but I cannot get you to say, “Yes, one of the 
things we did was encourage the sale or acceptance of our tax prod- 
ucts to potential clients.” I cannot get you to say that. 
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Mr. Smith. Well 

Senator Levin. Even though it is obviously true. It is as clear as 
the nose on your face that it is true. 

Mr. Smith. I think we are in agreement, Senator, because what 
you just said was one of the things that we do is to encourage our 
professionals, yes, to 

Senator Levin. No. You just say encourage professionals. Look, 
Mr. Smith, I don’t want to play a game with you. I want to try to 
get a direct answer, and I will try one more time. But you under- 
stand the reluctance to give a direct answer to me raises questions 
about what you are saying that you are trying to change your ways 
or you have changed your ways or you are going to through a lot 
of procedures. 

Now, unless I can get a straight answer to a question that has 
overwhelming evidence in support of a yes answer, I cannot — I am 
skeptical about what you are telling us otherwise. So let me ask 
it one last time. 

Over the last 5 years, is one of the things that KPMG did was 
encourage the sale or acceptance of its tax products to potential cli- 
ents? Can you give me a yes or no answer to that? 

Mr. Smith. I can. Senator. 

Senator Levin. And what is it? 

Mr. Smith. Yes. 

Senator Levin. Thank you. Thank you, Mr. Chairman. 

Senator Coleman. Thank you. Senator Levin. 

With that, the hearing record will be kept open for 3 weeks. The 
witnesses are reminded that when answering supplemental written 
questions from the Subcommittee, they will still be under oath. 

I want to thank the witnesses for appearing before us today. This 
hearing is adjourned. 

[Whereupon, at 1:10 p.m., the Subcommittee was adjourned.] 
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OPENING STATEMENT OF SENATOR COLEMAN 

Chairman CoLEMAN. This hearing of the Permanent Sub- 
committee on Investigations is called to order. 

I want to begin by thanking my distinguished Ranking Member, 
Senator Levin, again for his work in this area and his deep concern 
for taxpayers, his concern for just kind of a fundamental sense of 
right and wrong in business practices. I think when we address 
those concerns, when we clear up things that are very problematic, 
such as we examined last Tuesday and which we will address 
today, I think we all benefit. 

Senator Levin. Thank you. Senator Coleman. 

Chairman COLEMAN. On Tuesday, this Subcommittee heard testi- 
mony under oath concerning the role of major accounting firms in 
the development, marketing, and implementation of generic tax 
products with no substantial economic purpose other than to re- 

( 69 ) 
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duce tax burdens, the result being to rob the U.S. Treasury of bil- 
lions of dollars annually. 

Let me begin by saying I am troubled by what I heard on Tues- 
day and troubled by what I did not hear. We had accounting firm 
after accounting firm come forward and tell us, “Mr. Chairman, 
what we did was wrong.” Yet, I remain troubled that it wasn’t 
some revelation that came to them after the fact that what they 
did was wrong. Common sense would dictate that they knew what 
they were doing was wrong when they were doing it. 

Although the various firms gave tortured explanations of mul- 
tiple levels of review and hours of deliberation they engaged in be- 
fore reaching their decisions of more probable than not legality, I 
think the answer is much simpler. It was the 1990’s. The surge in 
the market made many awash in cash. There were millions of dol- 
lars to be made and everybody else was doing it. But the bottom 
line itsthat it was wrong, it was unethical, and in some cases was 
illegal. 

These sham transactions clearly lacked economic substance. 
Some may have believed there was a loophole that supported these 
transactions, but the lure of millions of dollars in fees clearly 
played a role in the decision on the part of tax professionals to 
drive a Brink’s truck through any purported loophole. 

Last Tuesday shined a light on a dark and shameful period for 
the accounting industry. That was the past and it must remain the 
past. The future is much brighter. I was bolstered by the fact that 
all the firms said these abusive tax shelters are a thing of the past. 
Some admitted their mistakes. All said they would sin no more. 

We heard that many of the people involved in these abusive tax 
shelters are no longer working for these companies, that they have 
put in place policies and procedures that will deter such practices 
in the future, and that they have recommitted themselves to the 
highest ethical and business standards. 

It was obvious last Tuesday and it will be demonstrated today 
that accounting firms did not act alone. Others, including otherwise 
reputable investment advisors, banks, and law firms were part and 
parcel of these fraudulent schemes. Moreover, they also provided 
the added benefit of making detection by the IRS difficult. These 
entities provided a veneer of legitimacy for abusive tax shelters 
that were, in fact, illusory or sham transactions with little or no 
economic substance driven primarily for favorable tax consequence. 

Based on PSFs investigation, investment advisors were essential 
for developing and implementing the financial transactions for 
these shelters. In fact, investment advisors have been deemed to be 
promoters of tax shelters bought by the IRS for certain sheltered 
transactions, triggering registration obligations. 

However, the Permanent Subcommittee has determined that Pre- 
sidio, an investment firm that clearly promoted at least two abu- 
sive tax shelters, BLIPS and OPTS, did not register these shelters 
with the IRS. By refusing to register these abusive tax shelters, it 
is obvious that KPMG and Presidio attempted to conceal their ex- 
istence from the IRS. There are others who are also complicit — law- 
yers and bankers who made money, lots of money, and had to know 
what they were doing was wrong. 
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This Subcommittee was not playing Monday morning quarter- 
back when it focused on these transactions. The players in these 
abusive tax shelters had to know there was no economic substance 
to these transactions and that their efforts to avoid IRS detection 
by failing to register them was part of a deliberate cover-up. It 
seems clear to this Senator that ethical concerns were gagged and 
blindfolded by the lure of big dollars. 

Major law firms are essential to the tax shelter business. They 
were routinely utilized by the accounting firms to provide tax opin- 
ions in order to protect taxpayers from penalties if challenged by 
the IRS. Some firms provided hundreds of cookie cutter opinions of 
various tax schemes. The other firms took on the additional role of 
soliciting, developing, and marketing tax schemes. In fact, the IRS 
has targeted at least two prominent law firms as promoters of tax 
shelters. 

As someone who practiced law for 17 years in the Minnesota At- 
torney General’s Office, former Solicitor General of the State of 
Minnesota, I am well aware of the ethical standard that requires 
attorneys to avoid even the appearance of impropriety. Based on 
our investigation, it is difficult for me to understand how that 
standard was not violated in these cases. 

In addition, the existence of a closed business relationship with 
KPMG also raises concerns about whether any independent anal- 
ysis and advice was provided. I look forward to hearing the testi- 
mony of the attorneys involved in these transactions. 

And the bankers, I know, take great pride in what they do and 
the code of conduct they insist upon for their employees and them- 
selves. Most Americans may not think of bankers as their friend 
next door, but for generations, Americans have come to expect that 
banks are a bastion of fiscal responsibility in possession of their 
money, their savings, their hopes, and their dreams. In this case, 
it appears that bankers helped facilitate these transactions for the 
price of admission into a tax shelter business that allowed everyone 
involved to profit. 

Prominent banks provided the necessary loans for tax shelters. 
While the banks have traditionally concerned themselves primarily 
with credit risks, these loans were critical for generating the artifi- 
cial paper losses in the tax shelter industry. For the banks in- 
volved, these schemes were merely a vehicle to generate substan- 
tial profits. 

Given the evidence that PSI has uncovered in the sworn testi- 
mony the Subcommittee has heard, it is imperative to ensure that 
the proper regulatory and oversight framework exists to address 
the myriad of participants involved in the tax shelter industry. 

On the last panel, we will hear from the agencies charged with 
enforcing the laws. The Internal Revenue Service is primarily re- 
sponsible for interpreting and enforcing the tax laws. High rates 
automatically create a large incentive to find loopholes or tax strat- 
egies. The complexity of the tax code also reduces the transparency 
of returns, making it very difficult for the regulators to follow what 
is going on in the private sector. 

On Tuesday, the Subcommittee heard testimony that accounting 
and investment firms structured deals to intentionally conceal their 
efforts from the IRS. It is imperative that Congress not allow the 
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IRS to become the toothless paper tiger that is ignored by those in- 
volved in the tax shelter industry. We must give them the tools, 
the resources, and the direction necessary for the proper enforce- 
ment of our Nation’s tax laws. Congress must not allow the IRS to 
be an irrelevancy. 

After today’s hearing, I intend to discuss with Senator Levin 
what follow-up action we need to take in order to address the prob- 
lems exposed by this investigation. A number of potential reforms 
were discussed at Tuesday’s hearings. These include more expan- 
sive and explicit reporting requirements, tougher penalties for non- 
compliance, and more effective internal review procedures within 
the professional firms involved in these transactions. The scope of 
my response will depend very much on the behavior of the profes- 
sional firms and the willingness and ability of the regulators to ad- 
dress these issues. 

If Congress needs to act in order to provide more resources or to 
simplify tax laws and close loopholes that are being upheld by the 
courts, then we will do so. Let me be very clear, however. I am 
against additional regulation just for the sake of more regulation. 
The preferable way is professionals who self-impose a high ethical 
standard and to consistently act in accordance with those stand- 
ards without requiring Congressional review to highlight trans- 
gressions. 

But sometimes, regulations such as the Sarbanes-Oxley Act are 
the only way to restore the public trust without which our tax and 
financial systems cannot work. I do intend to see public trust in the 
application of tax laws restored. Congress will take the necessary 
steps to prevent a recurrence or the proliferation of abusive tax 
shelters. 

With that, the distinguished Ranking Member, Senator Levin. 

OPENING STATEMENT OF SENATOR LEVIN 

Senator Levin. Thank you very much, Mr. Chairman. First, let 
me thank you for these hearings, thank you and your staff for all 
the support that you have given to this investigation. It has been 
critical and the country is very much in your debt for doing this. 

Today, as you point out, is the second of 2 days of hearings on 
our year-long investigation into the role of professional firms, such 
as accounting firms, banks, investment advisors, and law firms, in 
the development, marketing, and implementation of abusive tax 
shelters. 

The purpose of the transactions that we have been looking at and 
the transactions creating those shelters wasn’t to make a profit, 
but it was to produce a tax loss to offset or to shelter income. These 
transactions were a sham, a deception, an abuse of honest tax- 
payers. 

The first day of hearings focused on KPMG, a leading accounting 
firm that for the past 5 years has been heavily involved in the de- 
velopment and marketing of generic tax products to multiple cli- 
ents, including some potentially abusive or illegal tax shelters. It 
took some time at the last hearing before KPMG would admit that 
it has been promoting tax products, but in the end, they finally did. 

Today’s hearing will examine some of the professional firms that 
have joined forces and worked hand-in-glove with KPMG in the tax 
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shelter business — banks, investment advisors, and lawyers, without 
which those abusive tax shelters would never have polluted so 
many tax returns and robbed Uncle Sam and average taxpayers of 
billions of dollars of revenues. 

The Subcommittee’s investigation is focused on four KPMG tax 
shelters known by their acronyms, BLIPS, FLIP, OPIS, and SC2. 
The first three have already been identified by the Internal Rev- 
enue Service as potentially abusive or illegal tax shelters. The 
fourth, SC2, is under IRS review. BLIPS, FLIP, and OPIS required 
the participation of a bank, investment advisory firm, and law firm 
to work. Each of the professional firms here today had a role in one 
or more of these tax products and helped provide the legal or finan- 
cial facade of economic substance for transactions whose only real 
purpose was to reduce or eliminate the buyer’s taxes. 

IffMG sold BLIPS, FLIP, and OPIS to about 300 people. It is no 
accident that the same banks, investment advisors, and law firms 
appear over and over again in connection with the transactions 
needed to implement these tax shelters. In fact, KPMG courted and 
built up relations with each of these professional firms because it 
couldn’t implement its tax products without them. KPMG also 
wanted to form business alliances with other respected profes- 
sionals to increase its stature in client contacts. 

An internal KPMG memorandum that we just received this 
week, which is Exhibit 137, ^ lays it all out. In 1997, a month before 
he left the firm to form his own investment advisory firm called 
Presidio, a senior KPMG partner, Robert Pfaff, sent a memo to the 
two top officials in the KPMG tax services practice with a number 
of suggestions for, “KPMG’s Tax Advantaged Transaction Practice.” 
Among other suggestions, the memo argues for the development of 
“turnkey” tax products, tax shelters that KPMG clients could use 
without any changes to reduce their taxes. 

The memo also stated that, in most cases, it will be “difficult or 
impossible for KPMG to be the sole provider of a tax advantaged 
product,” in other words, a tax shelter, “due to restrictions placed 
on the firm’s scope of activities by authorities.” 

The memo described KPMG’s “dilemma” in its words, as follows: 
“To avoid IRS scrutiny, KPMG had to market its tax products as 
investment strategies, but if it characterized its services as pro- 
viding investment advice to clients, it could attract SEC scrutiny 
and have to comply with Federal securities regulations.” 

And this memo, again, which we just received this week, explains 
it as follows: “It is clear we cannot openly market tax results of an 
investment. Rather, our clients should be made aware of invest- 
ment opportunities that are imbued with both commercial reality 
and favorable tax results. Conversely, we cannot offer investments 
without running afoul of a myriad of firm and securities rules. Ulti- 
mately, it was this dilemma that led me to the conclusion that 
KPMG needs to align with the likes of a Presidio.” 

In other words, KPMG recognized that to make its tax products 
work, KPMG itself could not provide “investment advice.” It also 
knew it could not issue loans or provide financing. It had no au- 
thority to practice law. It needed assistance from other profes- 


^See Exhibit No. 137 which appears in the Appendix on page 2735. 
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sionals with those capabilities to carry out its tax schemes and it 
found them. 

Law firms like Brown and Wood, which later became Sidley Aus- 
tin Brown and Wood, issued favorable, boilerplate legal opinion let- 
ters for BLIPS, FLIP, and OPTS, issuing more than 250 opinion let- 
ters in all. 

Investment advisory firms like Quellos doing business as 
Quadra, and Presidio helped set up hundreds of BLIPS, FLIP, and 
OPTS transactions. 

Banks like Deutsche Bank, HVB Bank, and others financed hun- 
dreds of BLIPS, FLIP, and OPTS transactions. Deutsche Bank and 
HVB together provided more than $5 billion in financing for these 
transactions. 

Everyone, of course, got paid lots of fees. For example, in BLIPS, 
clients paid a set fee at 7 percent of the planned tax loss. Now 
think about that. If anything demonstrates that the goal of these 
schemes was to produce paper tax losses, it is that the fee was 
based on the size of the planned tax loss. The higher the planned 
tax loss, the higher the fee. 

In the case of the BLIPS fee, after certain expenses were sub- 
tracted, the remaining money was divvied up among the firms that 
carried out the client’s BLIPS transaction. KPMG and the banks 
each got 1.25 percent, what they called 125 basis points. The in- 
vestment advisor got 2.75 percent, or 275 basis points. The law 
firm generally got $50,000 for each opinion, possibly more in cases 
where the expected tax loss was large. 

Looking at just the four tax products examined by this Sub- 
committee, KPMG brought in fees totalling at least $124 million. 
Sidley Austin Brown and Wood, with more than 250 opinion let- 
ters, raked in at least $50,000 per boilerplate letter and made more 
than $12 million. Deutsche Bank hauled in about $33 million from 
its OPTS transactions and expected to make the same again from 
BLIPS. HVB made over $5 million in less than 3 months doing 
BLIPS deals in 1999 and decided on doing more in the year 2000, 
due in part, in its own words, to “excellent profitability.” 

Now, what exactly were these fees for? The law firm Sidley Aus- 
tin Brown and Wood provided a so-called independent legal opinion 
letter finding that the tax products complied with the law. In fact, 
the law firm collaborated heavily with IffMG to develop the prod- 
ucts and write the opinion letters. The banks provided financing 
and nominal currency transactions that acted as an investment fig 
leaf to disguise transactions that were really tax driven. The in- 
vestment advisors provided the design and the rhetoric to recast 
the tax dodges as investment strategies. 

The facts echo what this Subcommittee uncovered during its 
Enron investigation: Respected professional organizations offering 
their services and making a lot of money by assisting other parties 
to complete highly structured and deceptive transactions. In this 
case, the transactions were intended to help KPMG’s clients reduce 
or eliminate paying their fair share of taxes owed to Uncle Sam. 
By facilitating these tax schemes, these organizations also opened 
themselves up to possible violations of the laws against the pro- 
moting of abusive tax shelters and against aiding or abetting tax 
evasion. 
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Now, relative specifically to the SC2 tax product, we had planned 
to have at today’s hearing one of the pension funds that KPMG ap- 
proached and convinced to participate in SC2 transactions. None of 
the SC2 tax products could have been sold absent a charity willing 
to accept S Corporation stock donations under unusual cir- 
cumstances. To save time, we asked the pension fund to submit a 
written statement instead of appearing here today. 

That statement sets forth these key facts. KPMG initiated the 
contact with the charity. The charity did not know its 28 bene- 
factors beforehand, and the charity was asked and expected to hold 
the stock it was given “for several years” and would then “be able 
to sell the stock back to the owner and receive cash.” In short, it 
is clear that SC2 was intended to provide only temporary stock do- 
nations. 

Also relative to SC2, we did not have time at the last hearing 
to address a number of very troubling statements made by the 
former KPMG tax partner Lawrence Manth, who headed up the 
SC2’s sales effort and who claimed that KPMG was selling SC2 to 
benefit police and firefighters. The documents are overwhelming in 
demonstrating the opposite. KPMG was not acting altruistically in 
selling SC2, but again, it was helping its clients reduce or elimi- 
nate their taxes. If the sole objective was to make a charitable do- 
nation, SC2 donors could have simply donated cash instead of 
going through the exercise of first donating stock, then buying it 
back for cash, and we plan to follow up on those statements with 
Mr. Manth and others. 

The industry which promotes abusive tax shelters should have no 
place in the business plans of respected legal and financial profes- 
sionals. It is time to put an end to banks, investment advisors, and 
law firms using their talent to promote, aid, or abet dubious and 
abusive tax shelter schemes. 

Finally, we will hear today from three key regulators: The IRS, 
the Federal Reserve, and the newly formed Public Company Ac- 
counting Oversight Board. Each has a role to play in convincing, 
or if necessary forcing, accounting firms, banks, investment advi- 
sors, and law firms to get out of the abusive tax shelter promotion 
business. To help those efforts. Congress needs to enact stronger 
penalties for promoting, aiding, or abetting abusive tax shelters. 
The current fines of $1,000 for individuals and $10,000 for corpora- 
tions are useless as deterrents. 

We also need more enforcement dollars for the IRS to go after 
tax shelter promoters. We also need to put an end to auditor con- 
flicts of interest that arise when accounting firms sell tax shelter 
services to their audit clients and then turn around and audit their 
own handiwork. We need to clarify and strengthen the economic 
substance doctrine. 

We need a coordinated regulators’ review to identify abusive tax 
shelter products some accounting firms, banks, investment advi- 
sors, and law firms are selling, and to stop them from assisting the 
purveyors of abusive tax shelters. 

And, as our Chairman, I think very eloquently pointed out, we 
need the professions themselves to adhere to higher standards of 
conduct. 
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Again, my thanks to you, Mr. Chairman, and to your staff for all 
the help you have given me. 

Chairman COLEMAN. Thank you. Senator Levin. 

I would now like to welcome our first panel to today’s important 
hearing: Raymond J. Ruble, a former partner for the law firm of 
Sidley Austin Brown and Wood; Thomas R. Smith, a current part- 
ner with Sidley Austin Brown and Wood; and finally N. Jerold 
Cohen, a partner with the law firm of Sutherland Asbill and Bren- 
nan. I thank each of you for your attendance at today’s hearing and 
look forward to hearing your testimony. 

Before we begin, pursuant to Rule 6, all witnesses who testify be- 
fore this Subcommittee are required to be sworn. I would ask you 
to each rise and raise your right hand. 

Do you swear that the testimony you are about to give will be 
the truth, the whole truth, and nothing but the truth, so help you, 
God? 

Mr. Ruble. I do. 

Mr. Smith. I do. 

Mr. Cohen. I do. 

Chairman COLEMAN. Thank you, gentlemen. 

Gentlemen, we do have a timing system. I would ask that you 
keep your statements to 5 minutes. Your fully prepared statements 
will be entered into the official record. 

Mr. Ruble, we will have you go first this morning, followed by 
Mr. Smith and finish up with Mr. Cohen. After we have heard all 
of your testimony, we will turn to questions. Mr. Ruble, I under- 
stand that you are accompanied by counsel. Counsel, please iden- 
tify yourself for the record. 

Mr. Hoffinger. Jack Hoffinger. 

Chairman COLEMAN. Thank you. Mr. Ruble, you may begin. 

TESTIMONY OF RAYMOND J. RUBLE, FORMER PARTNER, 

SIDLEY AUSTIN BROWN AND WOOD, LLP, NEW YORK, NEW 

YORK, REPRESENTED BY JACK HOFFINGER 

Mr. Ruble. Thank you, sir. Senator Coleman and Senator Levin, 
my name is R.J. Ruble. I would very much like to respond to your 
questions on the matters that are being discussed today and I ap- 
preciate your endeavors in this regard. However, I have been in- 
structed by my counsel not to testify based on my Fifth Amend- 
ment constitutional rights. 

Chairman Coleman. Mr. Ruble, I would like to see if I could just 
explore two matters with you. One, if you could just turn to Exhibit 
1161 in the exhibit book, it appears to be an e-mail from R.J. Ruble 
that reads as follows: “This morning, my managing partner, Tom 
Smith, approved Brown and Wood, LLP, working with the newly 
conformed tax products group at KPMG on a joint basis in which 
we would jointly develop tax products and jointly share in the fees, 
as you and I have discussed.” Is this, in fact, an e-mail that you 
prepared? 

Mr. Ruble. I must respectfully decline to answer on the grounds 
asserted. 


^See Exhibit No. 116 which appears in the Appendix on page 2691. 
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Chairman COLEMAN. I would just ask one other question, again, 
for my foundational purposes. You have in the exhibit book Exhib- 
its 90a. and 90b. ^ Exhibit 90a. purports to be an opinion by KPMG 
regarding some of the tax shelters that we talked about. Exhibit 
90b. purports to be a Brown and Wood legal opinion. I would note 
that both opinions appear to have substantially the same language, 
in fact, almost the exact language. I would ask you again if that 
is a correct assertion. 

Mr. Ruble. I have been instructed to decline to answer on the 
grounds asserted. 

Chairman COLEMAN. Given the fact that you are asserting your 
Fifth Amendment right against self-incrimination to all questions 
asked of you by the Subcommittee, you are excused, Mr. Ruble. 

Mr. Ruble. Thank you very much, sir. 

Chairman COLEMAN. Mr. Smith. 

TESTIMONY OF THOMAS R. SMITH, JR., 2 PARTNER, SIDLEY 
AUSTIN BROWN AND WOOD, NEW YORK, NEW YORK, LLP 

Mr. Smith. Thank you, Mr. Chairman and Senator Levin. My 
name is Tom Smith. I am a partner in the law firm of Sidley Aus- 
tin Brown and Wood and I am pleased to answer your questions 
to the extent that I can. 

I joined Brown and Wood in 1963 and have spent my career 
there as a securities lawyer. I am not a tax lawyer. But from 1996 
to May 1, 2001, at the time of our merger with Sidley and Austin, 
I was the managing partner of Brown and Wood. 

Mr. Chairman, our firm wants to cooperate with the Sub- 
committee to the maximum extent it can. The area of tax work that 
brings us here today is an area that our firm no longer participates 
in. Unfortunately, my personal files on these matters were lost in 
the destruction of our office in the World Trade Center on Sep- 
tember 11, and Mr. Ruble, the person in our firm most knowledge- 
able about these matters, is not available to you or to us. Thus, we 
are limited in the information we can provide. 

Mr. Ruble is no longer a partner of the firm. He was expelled 
from the partnership on October 24, 2003, for activities in violation 
of the partnership agreement, that is, accepting undisclosed com- 
pensation and for refusing to explain his conduct to the firm. 

As a result, we are not confident that the information Mr. Ruble 
has given us in the past and upon which we have relied is accu- 
rate, and we have so advised the Subcommittee staff, the Internal 
Revenue Service, and other interested parties. 

That said, let me tell you a bit about the tax practice at Brown 
and Wood. Of the approximately ten tax partners at Brown and 
Wood before the merger, Mr. Ruble was virtually the only one who 
engaged in this practice, although he consulted with others on dis- 
crete issues. At the time Mr. Ruble began providing concurring 
opinions to individual taxpayers. Brown and Wood had an opinion 
committee and expected partners to seek the advice of that com- 
mittee or of the other colleagues at the firm of novel and unsettled 
legal issues. In addition. Brown and Wood required approval of tax 


^See Exhibit No. 90a. and 90b. which appear in the Appendix on pages 684 and 781. 
2 The prepared statement of Mr. Smith appears in the Appendix on page 312. 
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opinions by a second tax partner, and as a matter of fact, during 
the period in 1999, we expanded that second opinion requirement 
to all lawyers. 

After the merger, the firm maintained and expanded the size of 
the opinion committee and further enhanced its policies in this 
area. The purpose of this policy was to help ensure the quality and 
consistency of tax advice provided by the firm and to provide an 
electronically maintained library of tax opinions that all tax law- 
yers could access. 

No set of procedures will stop an individual from acting improp- 
erly if he or she is unwilling to abide by the rules of our profession 
and to engage in blatant acts of deceit and concealment. Neverthe- 
less, we have hired a tax attorney whose principal responsibility is 
to monitor our internal procedures and our compliance with the 
evolving requirements of the Internal Revenue Service. 

Prior to the merger of Brown and Wood and Sidley and Austin 
and as part of our transition planning, it was decided that the com- 
bined firm would stop providing individual tax opinions that this 
Subcommittee is considering and we would reorient the tax prac- 
tice to the corporate transactional work that is central to both 
firms’ practices. This action reflected the decision of Brown and 
Wood and the combined firm to redirect the efforts of the firm to 
our core tax work and did not and does not reflect on the quality 
of the work performed earlier. I understand that no court has de- 
cided that Mr. Ruble’s tax opinions are wrong, much less rendered 
in bad faith. 

Although Mr. Ruble had confirmed that he had stopped issuing 
opinions of this type, the firm discovered that additional opinions 
had been issued after the merger. When confronted with this, Mr. 
Ruble said that the opinions were the last in the typewriter and 
were being rendered because he had pre-merger commitments to 
provide them to clients. He was told to stop issuing such opinions. 
He assured the firm that he had stopped, but in fact, he lied to us. 
He evaded our controls we had in place and he breached the trust 
we reposed in him. 

We had and have procedures in place designed to ensure that all 
of our lawyers, partners, associates, and others act in compliance 
with applicable laws and the highest ethical standards. In a law 
partnership, the effectiveness of procedures of this sort is highly 
dependent upon the trustworthiness of our partners. 

Both Sidley Austin Brown and Wood and I personally want to 
thank you for the open, cooperative, and professional treatment we 
have received from both the Majority and Minority staff. 

Chairman COLEMAN. Thank you, Mr. Smith. 

Mr. Cohen, before we proceed, I note that you have a gentleman 
with you. For the record, would you please identify him. 

Mr. Cohen. A partner, J.D. Fleming, who has come with me. 
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TESTIMONY OF N. JEROLD COHEN, i PARTNER, SUTHERLAND 

ASBILL AND BRENNAN, LLP, ATLANTA, GEORGIA, ACCOM- 
PANIED BY J.D. FLEMING 

Mr. Cohen. Mr. Chairman, Senator Levin, thank you very much 
for inviting me to these hearings. I commend you on the hearings. 

I think they are very important. I think if they lead to the passage 
of some of the provisions that were passed in the Senate CARE Act 
or to some of the provisions that are now in the JOBS Act, I think 
that will be very good. 

I am especially pleased to hear both Senators acknowledging that 
the Service needs more resources. Over the last 7 years, its work- 
load has gone up over 11 percent and its workforce down by over 

II percent. You just can’t keep that up and it is showing, and it 
is showing in some of these things. 

First of all, let me say that my firm, Sutherland Asbill and Bren- 
nan, has not been involved in the development, marketing, or im- 
plementation, or the promotion, aid, or abetment of the tax shelters 
that you have asked us about. In fact, the fourth of the shelters, 
SC2, I know nothing at all about. 

We have been engaged by clients who were under audit by the 
Internal Revenue Service long after they participated in these 
transactions to represent them, and we have been representing 
them in that regard. 

Every time we discuss with a client potential representation, we 
inform them that we cannot — cannot — participate in any suit 
against any promoter, whether it is the promoter or a firm that has 
been involved with the transaction, that we represent, and we have 
a litigation group that represents all of the major accounting firms, 
five back then, four now, in totally unrelated litigation. We tell 
them because of that, we cannot represent them in any action 
against anyone connected with this, these transactions, and we 
suggest to them that they obtain other counsel to represent them 
in that regard. We tell them that several times and we tell them 
to engage other counsel sooner rather than later because there is 
a statute of limitations problem in any actions that they might 
want to consider. 

Now, having said that, let me also commend the staff for the Mi- 
nority Report. I haven’t read the whole thing, it is awfully long, but 
I thought it was very good. I know they worked long and hard at 
that. In fact, I called some of the stafers a couple of times and 
found them working late at night on that. 

But after my letter responding to your questions and reading the 
Minority Report, I found that I could make further responses to 
some of your questions. I respect the pressure the staff was under 
and I know that our firm is only discussed in three pages of the 
large report. But I wish they had had time, and I know they didn’t, 
to consult with me because there are a lot of misstatements in 
those three pages about my firm’s activities. 

First of all, it states that KPMG referred over two dozen clients 
to us. That is not true. I am not saying that I would not have liked 
to have had more clients, because we shared the costs of our rep- 


1 Letter to Senators Coleman and Levin, dated November 18, 2003, with responses to ques- 
tions appears in the Appendix on page 315. 
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resentation among all the clients, and I am sure all of the clients 
would have liked to have had more, but we never had two dozen 
clients referred to us by KPMG to my knowledge. I have no idea 
what KPMG told you. We had clients coming in from other clients, 
from financial advisors, and from law firms. In fact, the first clients 
we had with regard to the three transactions, the three products, 
if you will, that I knew about came from law firms. 

Let me also say that I can tell you now that we have in the three 
transactions that we have worked on approximately 40 such cli- 
ents. That is, reading the numbers you have in your report, it is 
not an inconsiderable number to me, but it is a small part of the 
landscape. 

Now, the report suggests that our only disclosure to the client 
was in the engagement letter, which is quite clear. Your report 
does cite the engagement letter stating to the clients that we can- 
not represent them before the accounting firms. It suggests that 
that is all we did, and there is an opinion that came out that can- 
not be correct — because it did not represent the facts. 

The facts are that is not all we did. Before undertaking any en- 
gagement, we spoke to the client or to their financial advisor or 
whoever their advisor was. Some of these clients are so wealthy 
that you don’t speak to the clients. They always contact the law- 
yers either through their own in-house lawyer or through their fi- 
nancial advisors, and all were advised, clients, financial advisors, 
in-house people, that they needed to get another lawyer to — if they 
contemplated any action against anyone in connection with the 
products. They were told to do that right away because there was 
a statute of limitations problem. 

Now, the report also suggests that representing clients when an- 
other group in my firm represents KPMG is a conflict of interest. 
I will have to tell you, that goes way beyond any ethical responsi- 
bility I have been aware of in my 42 years of practice, way beyond 
that. And even though there is not a conflict there, we, as I said, 
took care to tell — KPMG knew we could not defend them against 
any of these clients and the clients knew we also could not rep- 
resent them. If there is a conflict, I would suggest that there may 
be a conflict in both representing the clients before the IRS and 
against KPMG. It gives you a pretty tight rope to walk in making 
your arguments. 

Finally, I would like to mention the fact that the report suggests 
that we entered into agreements hiring KPMG. We entered into 
one such so-called Covell agreement. It was entered into because 
the client was already being advised by KPMG. We thought we 
might need to have some advice from KPMG. We did not want to 
waive the client’s attorney-client privilege, the privilege with re- 
spect to our advice, and so we entered into the one Coveil letter. 
We never entered into another one with connection with these 
transactions because we never used that one, so it was never, ever 
used. 

Chairman COLEMAN. I would ask you to summarize the rest of 
your testimony, Mr. Cohen. 

Mr. Cohen. Well, the summary is — I think that I will go back 
to the start. I wish the staff had talked to me a little — had time 
to talk to me. I know I am not a big piece of this action, and I 
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think I could have corrected these things. Having read the rest of 
the report, I am sure they would have corrected the record on that 
score. 

And once again, I would say the one thing you didn’t mention, 
you or Senator Levin, you mentioned that you want more disclo- 
sure. I think that is badly needed. You mentioned that you want 
more resources for the IRS. I think that is badly needed. The one 
thing you haven’t mentioned is the one that I think is the most im- 
portant, and that is an extension of the statute of limitations where 
there is no disclosure. I think that will go a lot further. In my expe- 
rience, penalties have not done the job. Back when I was Chief 
Counsel of the Internal Revenue Service, we fought tax shelters on 
a much broader scale, much lower dollars, and the penalties didn’t 
seem to stem that tide. Thank you. 

Chairman COLEMAN. Thank you, Mr. Cohen, and I do want to 
thank you for your testimony. It has been very clarifying. I will tell 
you up front that on first blush, our concerns had to do with poten- 
tial conflicts of interest with KPMG and you have gone a long way 
to explaining that and helping us understand it better, so I do 
thank you for that. 

Let me just make sure that I do understand. First, did KPMG 
refer tax audit cases to you? 

Mr. Cohen. I think they did, but not in the 

Chairman CoLEMAN. You said you never had two dozen. Do you 
know what the number was? 

Mr. Cohen. No, I do not at this time. I can try to find that out 
and submit that number to your staff. But I would say I have no 
idea whether KPMG thought that they referred more clients to us 
than they actually referred, but the references — frequently, clients 
come in from a number of sources. Most of our references came 
from law firms, from financial advisors, from the clients themselves 
who had talked to other clients. 

Chairman Coleman. And I take it KPMG has an ongoing rela- 
tionship with Sutherland Asbill and Brennan? 

Mr. Cohen. The firm continues to defend in malpractice cases, 
other than cases involving tax shelters, KPMG and the other three 
of the remaining large accounting firms. 

Chairman CoLEMAN. Could you tell us the approximate amount 
of attorney fees that KPMG generated? 

Mr. Cohen. I haven’t the slightest idea. 

Chairman CoLEMAN. Could you provide that to us after 

Mr. Cohen. If under our professional responsibility we are al- 
lowed to and we can go to KPMG and get that authorization, that 
waiver, we would be more than happy to do so. 

Chairman CoLEMAN. I would appreciate that. 

Did KPMG ever tell you they would knowingly refer clients to 
your firm when the subject matter was a tax scheme/shelter that 
they were deeply involved in? 

Mr. Cohen. Never. 

Chairman COLEMAN. In referring the cases that they did refer to 
you, my question has to do with whether you then turned around 
and retained KPMG to serve as consultants in the case? You indi- 
cated in your testimony that happened one time. 

Mr. Cohen. One Coveil letter, that’s right. 
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Chairman COLEMAN. And then you 

Mr. Cohen. That’s it. 

Chairman COLEMAN [continuing]. Indicated that not again? 

Mr. Cohen. Not again, and let me mention this. I never — I don’t 
recall a client that came in just — KPMG said, go to me. My under- 
standing was that they gave the clients a choice of firms. 

Chairman COLEMAN. Thank you, Mr. Cohen. 

Mr. Smith, according to IRS pleadings filed against Brown and 
Wood, Brown and Wood issued approximately 600 opinion letters 
regarding these 13 different tax avoidance products during Mr. Ru- 
ble’s tenure. Can you give me a sense of kind of the knowledge, 
how it worked in Brown and Wood, whether folks would know 
about what Mr. Ruble was doing, whether they would know kind 
of the volume of what he was doing, the type of things that he was 
doing? How did that work? How did that supervision oversight 
work? 

Mr. Smith. Senator Coleman, I will, but let me just caution, I am 
sure you can tell, and I am very outraged, I can tell you what we 
were told and what our understanding was and I can go through 
that with you. 

Mr. Ruble’s practice in this area, I think, to the best of my un- 
derstanding, really started in 1997. You referred to an e-mail in 
which there was a discussion — it said that there was a discussion 
with me. The first I knew about that e-mail was when I read it in 
the Wall Street Journal several weeks ago. I knew nothing about 
that. We had never been told that there was any sort of an alliance 
or proposed alliance with KPMG or anyone else. Had he had that 
conversation with me, I would have immediately talked to our exec- 
utive committee about it, that I was basically the chairman of that, 
and this has never happened and we never approved any sort of 
an alliance with KPMG. That would have required a lot of analysis 
on our part and it just never happened. 

Chairman COLEMAN. That e-mail is Exhibit 116 J I think, in the 
books in front of you, if you turn to Tab 116, the large black book 
right there. 

Mr. Smith. Yes. 

Chairman CoLEMAN. And as I indicated before, the bottom of 
that e-mail, “Subject, Joint Projects; Author, R.J. Ruble; Date, 12/ 
15/97, 11:08 a.m. This morning, my managing partner Tom 
Smith — ” 

Mr. Smith. Yes. 

Chairman CoLEMAN. “ — approved Brown and Wood, LLP, work- 
ing with the newly conformed tax products group at KPMG on a 
joint basis in which we would jointly develop and market tax prod- 
ucts and jointly share in the fees as you and I have discussed.” You 
indicate that that e-mail is not true, not accurate? 

Mr. Smith. We never — I never saw this and it is totally untrue. 

Chairman COLEMAN. Are you aware of any agreement or effort 
to market tax products with KPMG? 

Mr. Smith. No. 

Chairman Coleman. Can you help me understand? Is that some- 
thing that would be unusual for a law firm to do? 


^See Exhibit No. 116 which appears in the Appendix on page 2691. 
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Mr. Smith. It would be unusual for Sidley Austin Brown and 
Wood to do, and at that time Brown and Wood. I would be happy 
to tell you what our understanding was that we were doing. When 
you asked 

Chairman CoLEMAN. Please. I would appreciate that. 

Mr. Smith. Yes. You asked how we handled this at the firm. In 
1998, the revenues increased materially in this area and as the 
chairman, as the managing partner, I undertook and the executive 
committee undertook to see if we could get a better handle on what 
these opinions were, was this a business we should be in, what sort 
of exposure to risks that we had because of these opinions, and ex- 
actly what our role was in supplying these opinions. And I called 
the practice group head, Tom Humphries, and asked him, who was 
aware of what was happening here but really had not been in- 
volved with these opinions. Some of the partners had been involved 
with certain discrete issues, but not with the total product. That 
was a total opinion. 

I looked at those opinions and read them. They were more likely 
than not based on factual representation opinions. Quite frankly, 
sir, I was really not in a position to pass on the validity of those 
opinions. I think we had four or five of our tax partners read those 
opinions and advise us, and the advice we got was that they were 
valid opinions under the then law. 

We discussed with Mr. Ruble and with our tax partners exactly 
what our role was in this and we were told that our role was to 
provide concurring opinions to taxpayers, and a lot of times to their 
financial advisors, and Mr. Cohen testified that you do this, and 
that KPMG wanted an outside law firm to do this, that KPMG 
would designate to help the financial advisors understood this. 

We understood his role to be not involved in the design of these 
products, but that KPMG would come to him with the product and 
ask him if he could render the concurring opinion. Now, to do that, 
Mr. Ruble had to do a thorough analysis of what was in there. It 
was my understanding we inquired about this, that he would per- 
haps make suggestions so that he could render his opinion and per- 
haps he might — I guess if he saw something there to improve the 
product, he might have passed that on. That is just an assumption 
on my part. We thought he was being given the product and just 
saying if — rendering his opinion on them, more likely than not 
based on the factual assumptions. 

Chairman COLEMAN. My concern is, first, he issued approxi- 
mately 600 opinions, so I take it he is generating a substantial 
amount of fees which I would then suspect is not under the radar 
screen of Brown and Wood? 

Mr. Smith. Absolutely not. 

Chairman CoLEMAN. He is generating volume here? 

Mr. Smith. Absolutely not. 

Chairman COLEMAN. If he is generating that volume, I am just 
again trying to understand the internal mechanism. He was gener- 
ating a lot of money in a tax area? 

Mr. Smith. Right. 

Chairman COLEMAN. I take it he is not operating solely by him- 
self? 



84 


Mr. Smith. Well, that is a good question. We have all of this 
under review. I think in large measure, what we most fear in a law 
firm, he was a lone wolf, and this is 

Senator Levin. What? 

Mr. Smith. A lone wolf. Senator Levin, not to mention a rogue 
partner, which is your greatest fear. 

Chairman COLEMAN. And you understand, though, again, having 
been in the profession for a number of decades and understanding 
there are lone wolves but understanding the structure of law firms, 
you have a guy generating a lot of fees 

Mr. Smith. Correct. 

Chairman COLEMAN [continuing]. And complex issues that when 
looked at are pretty clear. You look at these issues and you have 
on the BLIPS cases, I believe there were 66 investors. These are 
supposed to be 7-year investment schemes. Every one of them gets 
out after 60 days. You look at this thing and you can see it is being 
created for generating tax loss. That is what it is about. I am still 
troubled by the sense that it is just Mr. Ruble. 

Mr. Smith. Well, it was Mr. Ruble who was rendering the opin- 
ions and dealing with the clients. I know of no instance in my un- 
derstanding where any other tax lawyer at Brown and Wood were 
involved in the dealings with the clients. 

We had the other tax partners in the group, in a highly esteemed 
group, I think we had four or five of them review these opinions 
and advise us as to whether or not they were appropriate. And as 
I say, I am a securities lawyer and I have to rely on their advice 
in this regard. 

Chairman CoLEMAN. Senator Levin. 

Senator Levin. The IRS has alleged in court that Sidley Austin 
Brown and Wood issued about 600 opinion letters on 13 potentially 
abusive or illegal tax shelters, and it is our understanding that 
about half of those letters, perhaps 250 to 300, were issued in con- 
nection with BLIPS, FLIP, and OPIS. Would that be about right? 

Mr. Smith. Yes, we did render approximately 600, and I think 
it was 13 different transactions. I just don’t know the answer as 
to how many applied to which. 

Senator Levin. You don’t have any idea about how many were 
issued in conjunction with BLIPS, FLIP, and OPIS? 

Mr. Smith. No, sir. I can get you that 

Senator Levin. Well, we will tell you. Let us assume that our in- 
formation is correct, and if you would 

Mr. Smith. I would assume, yes. 

Senator Levin [continuing]. For the purpose of discussion say 
about 300. Now, we understand that your firm charged substan- 
tially the same fee, $50,000, for each letter provided to BLIPS, 
FLIP, and OPIS clients. 

Mr. Smith. It was a fixed fee. I think it started at $50,000. There 
may have been different amounts in different instances. 

Senator Levin. Possibly a little more 

Mr. Smith. Yes. 

Senator Levin [continuing]. If the tax loss was more? 

Mr. Smith. No, I don’t think it was — it was my understanding 
it was never based on the size of the transaction. 
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Senator Levin. Well, we will get to that later in terms of the 
fees. 

Mr. Smith. Yes. 

Senator Levin. So you got $50,000 for each letter, approxi- 
mately? 

Mr. Smith. Approximately, that is my understanding in this. 

Senator Levin. Now, these letters were drafted after the initial 
prototype, is that correct? In other words, there was an initial let- 
ter on each of these and then the following letters, follow-up let- 
ters, were virtually identical to the prototype letter, is that not cor- 
rect? 

Mr. Smith. Could you help me with what you mean by proto- 
type? 

Senator Levin. The first letter that you wrote approving BLIPS, 
for instance, was followed by dozens and dozens of other letters 

Mr. Smith. That is correct. 

Senator Levin [continuing]. And so the first letter was the proto- 
type. 

Mr. Smith. OK. I understand. 

Senator Levin. And then all the successive letters, 50 or 100 on 
each, BLIPS, FLIP, and OPTS, were then basically cookie cutter 
opinions following that prototype opinion, is that correct? 

Mr. Smith. Yes. To my understanding, yes. I could not tell you 
to what extent they varied based on the facts. It could have been. 

Senator Levin. All right. It could have been 

Mr. Smith. But that was my basic understanding of it. 

Senator Levin. All right. 

Mr. Smith. Pretty similar, basically similar. Senator, to 

Senator Levin. Virtually identical? Basically the same, but use 
your words. Now, the clients’ names were changed. In how many 
cases were there client consultations? 

Mr. Smith. I couldn’t answer that question. Senator. 

Senator Levin. Is it possible that in most cases, there were no 
client consultations, you simply submitted the letter? 

Mr. Smith. I couldn’t answer that question. 

Senator Levin. All right. 

Mr. Smith. That is a question we would be interested in. We 
would be interested in the answer to that question. 

Senator Levin. I would hope so. 

Mr. Smith. Yes. 

Senator Levin. Who was your client? 

Mr. Smith. Well, we were rendering these opinions to the tax- 
payer. I don’t think we — and that was — hopefully, we had engage- 
ment letters with respect to this which explain this and explain our 
role. But these opinions were being rendered — I don’t think we ren- 
dered more than one opinion to any taxpayer, and that was the 
sole piece of legal work we did for those taxpayers, these concur- 
ring opinions. 

Senator Levin. Right. 

Mr. Smith. KPMG as a national tax group were also rendering 
an opinion, to my understanding. 

Senator Levin. The taxpayer was supposed to be your client. You 
don’t know whether there was any personal contact with those tax- 
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payers in most cases or not, do you, for instance, in the BLIPS 
transactions? Do you have any idea? 

Mr. Smith. It was my understanding that Mr. Ruble was avail- 
able to consult, primarily with the financial advisors of these tax- 
payers. I have no idea. 

Senator Levin. You have no idea. Did you ever ask Mr. Ruble, 
in all your conversations with Mr. Ruble, about this matter, as to 
whether he ever met with your clients? 

Mr. Smith. The tax partners would have. 

Senator Levin. Did you ask your tax partners whether there was 
ever any connection? 

Mr. Smith. I did not, sir. 

Senator Levin. Is that not an important question for a law firm, 
as to whether you have any contact with your client or not? 

Mr. Smith. I think it is an important question. 

Senator Levin. But you didn’t ask that of these tax partners of 
yours? 

Mr. Smith. I don’t recall asking that, yes. 

Senator Levin. On the question of fees, according to the Amer- 
ican Bar Association Model Rule 1.5, a lawyer “shall not make an 
agreement for, charge, or collect an unreasonable fee,” and then 
cites the factors to be considered in setting a fee amount as the 
time and labor required, the novelty and difficulty of the questions 
involved, and the skill requisite to perform the legal service prop- 
erly. 

It used to be that legal opinions were written for one client on 
a particular set of facts, but mass marketed tax products are ac- 
companied by mass production of legal opinion letters with 
boilerplate language, and this is what happened here, according to 
your own testimony, and as a matter of fact, that is what happened 
with these tax shelters, BLIPS, FLIP, and OPIS. Virtually all the 
costs associated with the letters are attached, therefore, to drafting 
the first prototype opinion, which would be labor intensive. But 
after that, with the cookie cutter follow-ups by the hundreds, the 
firm has very limited costs since it used that boilerplate language 
to produce the later letters and rarely even consulted with the cli- 
ent, or you don’t even know whether the clients were consulted. 

Now, my question has to do with the fees that were charged on 
these letters. Did your firm estimate in advance about how many 
opinion letters would be issued for a shelter? 

Mr. Smith. It is my understanding that we had no idea how 
many taxpayers would be investing in these structured products. 

Senator Levin. And would be referred to your firm? 

Mr. Smith. That would be referred to our firm. 

Senator Levin. So now how would you decide on the fee? How 
can you charge $50,000 for a cookie cutter opinion letter when you 
don’t know if you are going to issue 1, 5, 50, 100, or 200 of those 
letters, same fee, $50,000? How do you decide on that fee? What 
is it based on? 

Mr. Smith. We would have to ask Mr. Ruble how he 

Senator Levin. Well, you asked Mr. Ruble. I am sure you had 
these conversations. You ended up firing him. What did he say 
when you asked him, how do you base a fee? 

Mr. Smith. I never asked him how he would base the fee or 
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Senator Levin. But you knew you were getting $50,000 for each 
piece of paper that your firm was issuing? 

Mr. Smith. That would he part of his 

Senator Levin. And you have an ethical obligation to charge your 
clients, who you probably never even saw, a reasonable fee. How 
do you base a $50,000 fee? 

Mr. Smith. That would be part of the arrangement that he would 
have made in the first instance, what the fees would cost, and we 
had no idea whether or not we were going to make money on this 
or not. If we were going to get $50,000 a transaction and we only 
had two or three, we are clearly going to lose a lot of money. 

Senator Levin. So you did figure out that if there were only two 
or three of these, you would lose money. 

Mr. Smith. Well, obviously we would. The time would be greater 
than that. 

Senator Levin. So what was your break-even point? 

Mr. Smith. I have no idea. Senator. 

Senator Levin. Does your firm have any idea? 

Mr. Smith. I can sort of do an analysis of that. I doubt if we had 
much of an idea as to what the break-even point would be, because 
going into this, you wouldn’t know how much research was going 
to be involved. You wouldn’t know — I assume that there was — Mr. 
Ruble was conferring with his clients or the advisors of his clients 
to a certain extent. I can’t tell you to what extent. 

Senator Levin. Do you know how many hours? Was there a bill- 
ing kept for this kind of 

Mr. Smith. Yes. 

Senator Levin. About how many 

Mr. Smith. I do not have that with me. I would be happy to pro- 
vide you with that. 

Senator Levin. So you did keep track of about how many hours 
went into the preparation of that opinion? 

Mr. Smith. Yes. 

Senator Levin. All right. You will submit that to the Sub- 
committee? 

Mr. Smith. Yes. 

Senator Levin. But you decided — were you involved in this deci- 
sion that no matter how many opinions were issued, they were all 
going to be about $50,000 a crack? 

Mr. Smith. I was not involved in that decision. 

Senator Levin. Who was, besides Mr. Ruble? 

Mr. Smith. Well, at this point, I am just perplexed as to answer 
any of these questions. I will see what I can find out on that. 

Senator Levin. Let me turn now to Exhibit 117. ^ This is a 
KPMG employee stating that, “Our deal with Brown and Wood is 
that if their name is used in selling the strategy, they will get a 
fee. We have decided as a firm that B&W opinions,” that is your 
law firm, “should be given in all deals.” They are deciding that 
your opinion is going to be given to presumably your client. Isn’t 
that astounding, that some outside company is going to decide that 
your opinion is going to be given to folks who are supposed to re- 
ceive independent advice and be your clients? 


^See Exhibit No. 117 which appears in the Appendix on page 2692. 
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Mr. Smith. Senator Levin, this was not our understanding. It 
was our understanding on these transactions that the taxpayer was 
going to be given a choice of two or three firms. 

Senator Levin. So this comes as a surprise to you? 

Mr. Smith. Oh, absolutely. 

Senator Levin. There was no deal with Brown and Wood, right? 

Mr. Smith. Well, certainly not to my knowledge, or the knowl- 
edge of the executive committee. 

Senator Levin. And did you ask Mr. Ruble whether he had made 
a deal on your behalf with KPMG? 

Mr. Smith. Well, I don’t know that we asked him if he had made 
a deal, having had — ^but we inquired heavily throughout this as to 
exactly what his role was. 

Senator Levin. Did you ask him whether he had made a deal 
with KPMG? 

Mr. Smith. I didn’t. 

Senator Levin. Did anybody ask, as far as you know, on behalf 
of your firm? Did we have some kind of an arrangement with 
KPMG? Did anybody ask him that question? 

Mr. Smith. Well, the arrangement 

Senator Levin. Since you got hundreds of referrals at $50,000 a 
crack, did anybody ask Ruble in your presence or otherwise wheth- 
er there was an arrangement with KPMG and your firm? 

Mr. Smith. Well, as 

Senator Levin. As far as you know, did anybody 

Mr. Smith. There is an arrangement implicit in what I described. 

Senator Levin. Did anyone ask Mr. Ruble explicitly whether or 
not there was a deal between your firm and KPMG that the users 
of these tax shelters would be given your letter? 

Mr. Smith. I have no knowledge of anyone asking him if there 
was a deal. 

Senator Levin. Or an agreement? 

Mr. Smith. Agreement. 

Senator Levin. My time is up, thank you. 

Chairman COLEMAN. Thank you, Mr. Levin. 

Let me continue and make sure I understand. The client is the 
taxpayer, is that correct? 

Mr. Smith. That is correct. Senator Coleman. 

Chairman Coleman. Not KPMG. So how did the client come to 
your attention or to Mr. Ruble’s attention? 

Mr. Smith. They would — it was our understanding, in connection 
with KPMG marketing these investment products that they would 
give the taxpayer the choice of two or three firms and that is how 
we would be approached thereafter. 

Chairman CoLEMAN. So KPMG is supposed to give the taxpayer 
a number of firms and it is your testimony you are not aware of 
any arrangement, marketing arrangements or the other type of 
interconnecting relationships that the Ruble e-mails reflect? 

Mr. Smith. It was our understanding that there was absolutely 
no efforts on our part to market or promote these products. 

Chairman COLEMAN. In Exhibits 90a. and 90b. ^ — I think really 
have the first pages, but there are many page 


^See Exhibits No. 90a. and 90b. which appear in the Appendix on pages 684 and 781. 
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Mr. Smith. This would be in the other book? 

Chairman COLEMAN [continuing]. Opinions. Yes. If you look at 
Exhibit 90a., it would be just the first page, 90a. is on the sta- 
tionery of KPMG. I believe Exhibit 90b. would be — you have just 
the first page of the opinion from Brown and Wood. So KPMG, as 
I would understand it, is providing an opinion to the taxpayer, 
right, and then Brown and Wood is supposed to provide an inde- 
pendent analysis, is that correct? 

Mr. Smith. That is correct. 

Chairman Coleman. And if one looks at these opinions, the lan- 
guage is in substantial portion exactly the same. Do you work with 
the tax firms in developing your opinions? 

Mr. Smith. It was our understanding that he — his role was to re- 
view the product and determine whether he could give a concurring 
opinion, and really the only input that he would have would be 
whether or not there needed to be modifications so that he could 
opine. 

Chairman CoLEMAN. Again, these opinions are being reviewed by 
others in the firm? 

Mr. Smith. There was a second signer requirement throughout 
this provision. 

Chairman COLEMAN. And so if the others in the firm are seeing 
kind of the exact duplications of opinions and opinion after opinion 
after opinion, would that shine a light or would that raise a con- 
cern to anybody? 

Mr. Smith. That, with respect to a product, the opinions are 
going to be basically the same. I don’t know that that would shine 
a light. I must add that in terms of this second opinion require- 
ment, among the many things that we are looking at is to what ex- 
tent that was observed. 

Chairman COLEMAN. I am concerned about the relationship with 
KPMG, whether 

Mr. Smith. Right. 

Chairman COLEMAN. Where is the independence in this? I can 
tell you from where we are sitting, Mr. Smith, there doesn’t seem 
to be a heck of a lot of independence. From where we are sitting, 
as a matter of fact, there isn’t. Let us lay that out. Now, the ques- 
tion is, is it Mr. Ruble or did it go beyond Mr. Ruble and that is 
what we are trying to understand. 

Mr. Smith. That what went beyond? I am sorry. Senator. 

Chairman COLEMAN. The intertwining of relationships between a 
law firm and an accounting firm, the marketing of tax products be- 
tween a law firm and an accounting firm. That is what we are try- 
ing to understand, and we are looking at stuff that says that it has 
been approved, it has been discussed. We are looking at substantial 
legal opinions that are almost exact between the accounting firm 
and the law firm. 

Mr. Smith. With respect to these products, they would be almost 
exact. I can’t really tell you to what extent there might be dif- 
ferences, but here again, it is something I can find out for you. 

Chairman Coleman. How do you avoid this in the future? What 
is Sidley Austin Brown and Wood doing today to make sure that 
rogue partners don’t have the capacity to get involved in sham rela- 
tionships with accounting firms or tax products like this? 
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Mr. Smith. Well, I testified that we have strengthened our opin- 
ion policy. We have been coming up with more of a structured opin- 
ion policy. Throughout the time that we were rendering these opin- 
ions, one specific thing that we have done is put in — is have a tax 
attorney whose job is to monitor opinions being given in the depart- 
ment. We have an electronic library of these opinions, who the sec- 
ond opinion writer is, and this is to avoid any tax opinions being 
rendered that hasn’t been reviewed. 

But I must caution that law firms operate on a degree of trust. 
As you know, 25 years ago, when I first joined Brown and Wood, 
it was just pretty much a general partnership. We trusted each 
other. Unfortunately, this has been very much eroded in this in- 
stance. 

We have this situation with Mr. Ruble under review, and as part 
of that review, we are going to consider what additional controls we 
have to have. I am just absolutely apoplectic that this happened 
and embarrassed that this happened. 

Chairman CoLEMAN. Senator Levin. 

Senator Levin. I want you to look again, Mr. Smith, at Exhibit 
116.1 This is a Ruble e-mail. It is dated December 15, 1997. “This 
morning, my managing partner, Tom Smith, approved Brown and 
Wood, LLP, working with the newly conformed tax products group 
at KPMG on a joint basis in which we would jointly develop and 
market tax products and jointly share in the fees as you and I have 
discussed. To the extent it is possible, it would be very beneficial 
from our perspective to involve our San Francisco office and I have 
given Paul Pringle and Eric Haueter of that office your name and 
telephone number. Please call me when you have a chance.” Mr. 
Smith, did you, in fact, approve Brown and Wood working with the 
newly conformed tax products group at KPMG as that e-mail stat- 
ed? 

Mr. Smith. Absolutely not. 

Senator Levin. Now, there were two other persons from the law 
firm’s San Francisco office, Mr. Pringle and Mr. Haueter — it is a 
little hard to read, but any rate, Eric Haueter. So KPMG writes — 
Mr. Bickham at KPMG writes Mr. Ritchie at KPMG that the B&W 
initiative is moving ahead, as you can see from the attached. Now, 
if you will look at Exhibit 120. ^ — got it? 

Mr. Smith. Yes. 

Senator Levin. All right. A meeting actually took place between 
KPMG and your two tax professionals. 

Mr. Smith. They were not tax lawyers. Paul Pringle and Eric 
Haueter are securities lawyers, corporate securities. 

Senator Levin. All right. 

Mr. Smith. Corporate securities. 

Senator Levin. Your two lawyers. 

Mr. Smith. Yes. 

Senator Levin. Two lawyers for the B&W law firm. What took 
place at that meeting? 

Mr. Smith. I have no knowledge of that. Senator. 

Senator Levin. Are they still with your firm? 


^See Exhibit No. 116 which appears in the Appendix on page 2691. 
2 See Exhibit No. 120 which appears in the Appendix on page 2699. 
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Mr. Smith. Absolutely. 

Senator Levin. Have you asked them? 

Mr. Smith. No, I haven’t, sir. 

Senator Levin. You might do that. 

Mr. Smith. I will. 

Senator Levin. Now, if you will take a look at Exhibit 112,i it 
is a memo dated 3 months later. By the way, before I go to that 
exhibit, you say you have not talked to those two lawyers 

Mr. Smith. About that matter. 

Senator Levin. About that matter. Is this the first time you 
learned that those two lawyers were named as having been at that 
meeting with KPMG? 

Mr. Smith. The first time I have learned of that, yes. 

Senator Levin. Right now? 

Mr. Smith. Right now. 

Senator Levin. All right. So now look at Exhibit 112, and this 
is March 13, 1998, and this is from — it is a KPMG memo saying 
that a working group has been formed to work on OPTS, and this 
working group includes R.J. Ruble of Brown and Wood. Is that un- 
usual? 

Mr. Smith. Well, I had 

Senator Levin. That he is part of a working group at KPMG? 

Mr. Smith. I had heard that term working group, and it was my 
understanding that — working group can mean any number of 
things. It was my understanding that his role, as I have testified, 
was to provide these concurring opinions, and to the extent that he 
felt that a modification would be required for him to do that, per- 
haps that was it. When I read working ^oup, I just had assumed 
that it would be something like a mailing list or something like 
that. I have scratched my head as to what working group means, 
but my understanding, I have said over and over again what his 
role was. 

Senator Levin. Now Mr. Cohen 

Mr. Cohen. Yes, sir? 

Senator Levin. Is it not true that the PSI staff invited you to 
come here to Washington to talk with them, you indicated you pre- 
ferred not to travel here, and that you instead would want to talk 
to the staff by telephone? 

Mr. Cohen. I spoke with the staff about not attending this be- 
cause I had some client conflicts. 

Senator Levin. Right, that you wanted to talk to them by phone? 

Mr. Cohen. Yes. 

Senator Levin. OK. 

Mr. Cohen. With respect to this hearing. Senator Levin. 

Senator Levin. And you spoke with our staff by phone on several 
occasions, is that true? 

Mr. Cohen. I did. 

Senator Levin. And is it true that you told the staff that your 
firm was then representing 24 KPMG clients? 

Mr. Cohen. I don’t believe — that we were representing 24? Not 
to my recollection, but I will try to get that number for you when 
I return and give that to Ms. Bean. 


^See Exhibit No. 112 which appears in the Appendix on page 2678. 
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Senator Levin. Is it possible you told our staff, as their notes in- 
dicate, that you were representing 24 KPMG clients? 

Mr. Cohen. Well, of course, anything is possible. To my recollec- 
tion, I did not. 

Senator Levin. Did you say that you were sure that KPMG was 
giving your firm’s name to KPMG clients that you got? 

Mr. Cohen. I don’t recollect that, but let me say that having read 
the staffs review where Mr. Jones, who heads up their controversy 
practice, was giving out the list of a coalition which, by the way, 
had about 50 lawyers in it, and we certainly would have been in 
that group. 

Senator Levin. But in terms of your stating to our staff that you 
were sure that KPMG was giving your firm’s name to KPMG cli- 
ents that you got, you don’t remember that? 

Mr. Cohen. I don’t recall stating that, but I will tell you that I 
suspect that is true. 

Senator Levin. All right. Now, we interviewed a KPMG client 
that was referred to your firm and he told the Subcommittee that 
he was not repeatedly counseled that your firm represented KPMG 
and that he only understood that for the first time when he asked 
your firm for advice on whether he should sue KPMG. 

Mr. Cohen. Well, he did not ask the firm. He always spoke 
through his financial advisor, Mr. Thornette. Mr. Thornette was, in 
fact, told before the engagement that we represented — that our liti- 
gation team represented KPMG and that his client, Mr. Schwartz, 
should obtain other counsel if he intended to pursue any cause 
with respect to the transaction he went into and that he should do 
that sooner rather than later. And that was repeated when Mr. 
Thornette called us later to say that he had now decided to pursue 
that course. 

Senator Levin. Now, I want you to think about this scenario 
with me. 

Mr. Cohen. Certainly. 

Senator Levin. A client is sold a tax shelter by KPMG that turns 
out to be illegal, or allegedly illegal, and he wants to sue KPMG 
because the IRS is after him. Now, how do you undertake that rep- 
resentation to begin with? 

Mr. Cohen. How do we undertake that? 

Senator Levin. Yes. In other words, you had a long relationship, 
did you not, with KPMG? You had defended KPMG against mal- 
practice claims. In addition to the malpractice claims, you had also 
represented KPMG against claims that they had given bad ac- 
counting advice, is that correct? 

Mr. Cohen. In business transactions, yes, that is correct. 

Senator Levin. So now you have a question of whether or not a 
client of yours with whom you had a longstanding relationship had 
sold an illegal tax shelter. When that comes to your attention, isn’t 
that something where you would immediately say, I can’t get in- 
volved in that matter because 

Mr. Cohen. No, that I cannot defend the taxpayer 

Senator Levin. Yes. 

Mr. Cohen. What comes to my mind — no, I don’t see a conflict 
there. 

Senator Levin. In representing a taxpayer? 
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Mr. Cohen. No, in a tax proceeding. I could not represent that 
taxpayer in a proceeding against KPMG and I so informed the tax- 
payer and I advised the taxpayer, going heyond my ethical respon- 
sibilities, to obtain other counsel and to do that sooner rather than 
later. 

Senator Levin. OK. Now take a look at Exhibit 45. ^ 

Mr. Cohen. I don’t have a copy of the exhibits. Are these the ex- 
hibits? 

Chairman Coleman. The white volume has Exhibit 45. 

Senator Levin. This is a letter sent in September 2002 by KPMG 
to your firm agreeing to assist the law firm in its representation 
of a KPMG client who had bought BLIPS. 

Mr. Cohen. All right. 

Senator Levin. So you hired KPMG as an expert in this case that 
was brought against him, is that correct? 

Mr. Cohen. We hired — this is a typical Covell letter that is used 
by attorneys to protect their clients’ confidential communications 
with them from disclosure and thereby waiver of the attorney-cli- 
ent privilege. At the time, as I said, this is the only one of these 
we entered into at the time we thought that we would be confer- 
ring with the KPMG. They had been previously the client’s ac- 
counting firm. They were providing the documents in response to 
some things called Information Document Requests, or IDRs, fur- 
nished by the IRS, and we thought we might need their advice. We 
never used their advice in this connection and we therefore — we 
just never entered into another Coveil arrangement, in connection 
with these transactions. But this is quite common in connection 
with securities, antitrust, business litigation, etc. 

Senator Levin. This was in a firm, however, is that not correct, 
where a client of KPMG was also a client of yours? 

Mr. Cohen. That is correct. 

Senator Levin. And you used KPMG as the expert in the case 
which was brought against your client? 

Mr. Cohen. That is not correct. As I said 

Senator Levin. That is not correct? This was not a case that was 
brought against your client, the taxpayer? 

Mr. Cohen. We did not use KPMG as an expert. That is the part 
that is not correct. 

Senator Levin. That is the part that 

Mr. Cohen. That is correct. There is no 

Senator Levin. You used their services in a case. 

Mr. Cohen. Well, that is actually 

Senator Levin. Is that accurate? 

Mr. Cohen. Actually, the services that they provided were pri- 
marily in response to the Information Document Requests of the 
IRS, which they had already started providing to their client. It 
turned out that there was no exchange of information that needed 
protection via the Coveil letter. Is that — have I explained that 
enough? 

Senator Levin. Was that the limit of any advice that you got, of 
any assistance that you got from KPMG in that case? 

Mr. Cohen. The limit was 


^See Exhibit No. 45 which appears in the Appendix on page 557. 
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Senator Levin. Do you see the problem here? Do you see 
what 

Mr. Cohen. The limit was the furnishing of documents that had 
to be turned over to the IRS, yes. 

Senator Levin. And you could not get those documents except to 
hire them in that case and to pay them a fee? You could not get 
the documents otherwise, is that what you are telling me? 

Mr. Cohen. Well, we could not get the documents unless KPMG 
was willing — except through one of two sources, the client or the 
client’s financial advisor — I guess three sources, or through KPMG. 

Senator Levin. Did you have to pay KPMG to get those docu- 
ments? 

Mr. Cohen. No. All 

Senator Levin. You could have gotten them without hiring them 
to provide services in that case. 

Mr. Cohen. The fees that KPMG received with respect to its 
services to the client were billed to the client. 

Senator Levin. Well, they were also, were they not, going to bill 
you? 

Mr. Cohen. No. 

Senator Levin. Well, what is this engagement letter which says 
our fees for this engagement will be based on the complexity of the 
issues? This is Exhibit 45. 

Mr. Cohen. Our fees in this engagement will be based on the 
complexity 

Senator Levin. It says here, we are pleased to engage KPMG to 
assist Sutherland — that we are pleased you have engaged KPMG. 

Mr. Cohen. Well, since the client was being billed for this, this 
was run by the client’s advisor as to whether this was the arrange- 
ment the client had with KPMG for fees. 

Senator Levin. And so the fees on page 2 that they are talking 
about are fees that they were charging to your joint client, is that 
correct? 

Mr. Cohen. These are fees that they were charging the client for 
their services in responding to Information Document Requests and 
the next paragraph makes it clear that our firm, since we are not 
being — we are not remitting anything to KPMG, we will only remit 
something to KPMG after the client sends a check to us. 

Senator Levin. And so the only funds that went to KPMG were 
from your joint client? Is that correct? 

Mr. Cohen. The only funds that went to KPMG were from 
KPMG’s client. 

Senator Levin. Who was also your client? 

Mr. Cohen. My client, I was representing this client in connec- 
tion with the audit and the potential settlement of his tax matter. 

Senator Levin. So joint client? 

Mr. Cohen. Well, I don’t 

Senator Levin. It was a client of both of yours? 

Mr. Cohen. Yes. 

Senator Levin. OK. 

Mr. Cohen. But that is — in my — normally. Senator, I would 
think of a joint client as someone you are jointly representing be- 
fore the IRS. That is not the case. 

Senator Levin. I understand. 



95 


Mr. Cohen. That is not the case. 

Senator Levin. It was a client of both of yours 

Mr. Cohen. Well 

Senator Levin. In different matters? 

Mr. Cohen. That is true, Senator, and I will tell you that I have 
a lot of 

Senator Levin. I am just asking you if that is accurate. 

Mr. Cohen. That is absolutely accurate. I have a lot of clients 
that are joint clients in that sense. 

Senator Levin. I understand. 

Mr. Cohen. In fact a number of major corporations in the coun- 
try are clients of mine for tax matters and are joint clients in that 
they are clients of KPMG. 

Senator Levin. Thank you. 

Mr. Cohen. Certainly. 

Chairman COLEMAN. Gentlemen, thank you for your testimony. 
Mr. Smith, I know that you were reading a statement that has not 
been submitted to the Subcommittee. Would you make that avail- 
able to the Subcommittee? 

Mr. Smith. Yes.i 

Chairman COLEMAN. Thank you. Your testimony has been very 
helpful. Thank you very much. 

I would now like to welcome our second panel to today’s impor- 
tant hearing: William Boyle, former Vice President of the Struc- 
tured Finance Group of Deutsche Bank; and Domenick DeGiorgio, 
former Vice President of Structured Finance at HVB America. I 
thank each of you for your attendance at today’s hearing and look 
forward to hearing your testimony. 

Before we begin, pursuant to Rule 6, all witnesses who testify be- 
fore the Subcommittee are required to be sworn. I would ask at 
this time that you please stand and raise your right hand. 

Do you swear that the testimony you are about to give before the 
Subcommittee will be the truth, the whole truth, and nothing but 
the truth, so help you, God? 

Mr. Boyle. I do. 

Mr. DeGiorgio. I do. 

Chairman CoLEMAN. As I indicated, gentlemen, before the pre- 
vious panel, we use a timing system here. Statements should be 
five minutes. If you have a more complete statement, your entire 
statement will be entered into the record. 

Mr. Boyle, we will have you go first, followed by Mr. DeGiorgio. 
After we have heard all the testimony, we will turn to questions. 
Mr. Boyle, you may proceed. 

TESTIMONY OF WILLIAM BOYLE, 2 FORMER VICE PRESIDENT, 

STRUCTURED FINANCE GROUP, DEUTSCHE BANK AG, NEW 

YORK, NEW YORK 

Mr. Boyle. Chairman Coleman, Ranking Member Senator Levin, 
and members of the Subcommittee, thank you for inviting me 
today. My name is William Boyle. I am a former employee of Bank- 
ers Trust. I joined Deutsche Bank when it acquired Bankers Trust. 


^The prepared statement of Mr. Smith appears in the Appendix on page 312. 

2 The prepared statement of Mr. Boyle with an attachment appears in the Appendix on page 
317. 
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I left Deutsche Bank 2 years ago and am now an independent con- 
sultant. 

I welcome the opportunity to speak today about a transaction 
called BLIPS. The Subcommittee requested that I appear for an 
interview, which I was pleased to do so last week. The Sub- 
committee also requested that I appear today to testify, and I am 
pleased to do so voluntarily. 

Mr. Chairman, I was not involved in BLIPS at its inception. The 
BLIPS transaction was first proposed to Deutsche Bank in early 
1999. Deutsche Bank played a banking role in the BLIPS trans- 
actions. My personal involvement in BLIPS began around June 
1999, when I became a Vice President in the Structured Trans- 
actions Group of Deutsche Bank. 

BLIPS was developed for clients of KPMG. I understand it was 
designed for KPMG — I am sorry. I understand it was designed by 
KPMG or Presidio Advisors or both. BLIPS involved interest rate 
swaps and investments in foreign currency option contracts and 
foreign and domestic fixed-income securities. 

As part of BLIPS, Deutsche Bank issued to investors approxi- 
mately 56 loans from September 1999 through October 1999. The 
stated principal amount plus premium of these loans was approxi- 
mately $7.8 billion. The average size of the loan issued to the 
BLIPS investor by the bank was approximately $139 million. 

The bank lent money to investors and it executed transactions as 
directed by investors’ investment advisors. As a major global bank, 
Deutsche Bank was able to provide financial services for such 
transactions. These services included providing large loans, custody 
services, foreign exchange option trading, and interest rate deriva- 
tives. 

The transactions were not designed by Deutsche Bank. The bank 
did not present BLIPS to investors or in any other way market, 
sell, or promote it. Deutsche Bank did not provide any tax advice 
to any of the investors, nor did the bank discuss with any investor 
any potential tax benefits of the investment. 

Deutsche Bank took several risk management steps to assure 
that its actions in the BLIPS transactions were limited to its role 
as the executor of the financial transactions. Let me summarize 
those actions. 

First, before making the loans, Deutsche Bank conducted an in- 
ternal review process. The internal groups that reviewed the bank’s 
provision of services were Deutsche Bank Private Banking, Global 
Markets, Tax, Legal, Credit Risk Management, Treasury, and Com- 
pliance. 

Second, each of the BLIPS investors agreed in writing that Deut- 
sche Bank had not provided them with any tax, legal, investment, 
or other advice, and that they had, in fact, received such advice 
from expert professionals. One paragraph of that agreement read, 
“You have been independently advised by your legal counsel and 
will comply with all Internal Revenue laws of the United States.” 

Third, the bank received written representation letters from 
KPMG, Presidio, and each investor that described the limited scope 
of Deutsche Bank’s involvement in the BLIPS transactions. This 
was done so that there would be no misunderstanding. 
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Fourth, Deutsche Bank consulted with a prominent outside inde- 
pendent law firm for its counsel. The law firm drafted and re- 
viewed the transactional documents pertaining to the hank. It also 
provided Deutsche Bank with a legal opinion, which has heen pro- 
vided to the committee. This opinion concluded, among other 
things, that Deutsche Bank is not a promoter or organizer of the 
BLIPS transactions and that Deutsche Bank had no responsibility 
to register the transaction as tax shelters. 

Regarding the tax treatment, Deutsche Bank understood that the 
BLIPS transactions involved potentially favorable income tax bene- 
fits that could be claimed by investors. In discussing the tax issues, 
it is important to describe the role of the bank. Deutsche Bank pro- 
vides banking services for a transaction. As such, it is not cus- 
tomary or appropriate to provide legal or tax advice to its clients, 
nor is it customary or appropriate to determine in advance whether 
a client’s tax position will later be sustained. Historically, that is 
not a role that banks are authorized to play. 

Deutsche Bank’s role as the executor of financial transactions 
meant that the determination of whether the investor’s tax position 
would be sustained was outside of its banking role. Such a deter- 
mination was the appropriate responsibility of the investor’s law- 
yers and accountants. However, Deutsche Bank carefully consid- 
ered its involvement in BLIPS and sought independent legal advice 
that it was complying with its responsibilities. 

Mr. Chairman, that concludes my oral statement and I would be 
pleased to answer questions. 

Chairman COLEMAN. Thank you very much, Mr. Boyle. 

Mr. DeGiorgio, I notice you have a gentleman with you. Would 
he please identify himself for the record? 

Mr. Skarlatos. Yes, sir. My name is Brian Skarlatos. 

Chairman CoLEMAN. You may proceed, Mr. DeGiorgio. 

TESTIMONY OF DOMENICK DeGIORGIOd FORMER VICE PRESI- 
DENT, STRUCTURED FINANCE, HVB AMERICA, INC., NEW 

YORK, NEW YORK, ACCOMPANIED BY BRIAN SKARLATOS 

Mr. DeGiorgio. Thank you, Mr. Chairman. Chairman Coleman, 
Ranking Member Senator Levin, and members of the Sub- 
committee, my name is Domenick DeGiorgio and I am a Managing 
Director in the New York City office of Bayerische Hypo-und 
Vereinsbank, otherwise known as HVB. I appreciate the Sub- 
committee’s invitation to come before you to discuss HVB’s limited 
involvement with tax-oriented transactions in the late 1990’s. 

We agree with the Subcommittee that there are important public 
policy issues raised by the tax shelter phenomenon and we support 
the Subcommittee’s investigation into it. We look forward to dis- 
cussing with you in the future the issues it raises. 

My written testimony addresses the specific questions asked by 
the staff about HVB’s role in any tax-oriented transactions. As I 
point out in that submission, we were only involved in one par- 
ticular series of transactions that the Subcommittee is inves- 
tigating, the so-called BLIPS transactions, and our role there was 


^The prepared statement of Mr. DeGiorgio appears in the Appendix on page 326. 
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limited to providing traditional banking services, such as lending, 
foreign currency trading, and some interest rate derivative trading. 

We did not organize, promote, or market any tax shelter trans- 
actions and we certainly did not offer tax advice or tax opinions or 
any other kind of financial or investment advice to any of the cus- 
tomers. We did not refer any customers to KPMG or Presidio and 
we did not accept, or, for that matter, were offered any referral 
fees. To reiterate, our role was strictly as bankers in these trans- 
actions. 

The Subcommittee staff has assured us that they agree HVB’s 
activities in connection with the BLIPS transactions were legal and 
appropriate. We complied with applicable statutory and regulatory 
obligations. We followed our own cautious and conservative inter- 
nal lending policies and the “know your customer” requirements. 

However, we recognize that the mass marketing of abusive tax 
shelters is a serious problem and we agree that financial institu- 
tions should not facilitate these types of products. Indeed, we dis- 
continued our participation in the BLIPS transactions as soon as 
the IRS announced its position that they were improper. Since 
then, we have addressed our concerns about tax structured trans- 
actions by exiting the business entirely. We have concluded that 
tax structured transactions require extensive outside expert advice 
and go beyond our expertise as banking professionals. 

The staff has also told us that they appreciate HVB’s candor and 
openness in providing information during the Subcommittee’s in- 
vestigation. Senator Levin’s Minority Report released Tuesday 
makes a note of that fact. 

We have fully cooperated with your inquiries. We have produced 
thousands of pages of documents and have given several hours of 
interviews with the staff, even before my appearance here today. 
We even requested a friendly subpoena before my appearance here 
today so that I would he able under the financial privacy laws to 
discuss any questions or respond to any questions you may have. 

As I said, my written testimony addresses the specific issues you 
have asked me to discuss and I will be happy to discuss them now. 

Chairman COLEMAN. Thank you, Mr. DeGiorgio. I apologize. 
Having lived in Brooklyn, New York, and my neighbors were 
Keratanuito, Kalavido, and Camparelli, I should have been able to 
handle DeGiorgio, so [Laughter.] 

Mr. DeGiorgio. Mr. Chairman, it happens all the time. 

Chairman COLEMAN. I apologize for that, and thank you for your 
cooperation. 

Did KPMG, in your discussions with KPMG — first of all, how 
many of these BLIPS transactions was HVB involved in? 

Mr. DeGiorgio. Over the 2-year period, approximately 30 trans- 
actions. 

Chairman CoLEMAN. Did KPMG ever indicate to you this was a 
tax mitigation strategy versus an investment strategy? 

Mr. DeGiorgio. We certainly were aware, as opposed to being ig- 
norant, regarding the inherent tax benefits associated with the in- 
vestment strategy. 

Chairman CoLEMAN. Did it ever become clear to you that this 
was not going to be a 7-year collateral premium loan as originally 
laid out, that this was going to he a 60-day deal? 
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Mr. DeGiorgio. We certainly recognized soon after the funding 
date that the likelihood of going beyond a 60-day period was less 
probable than the probability of this transaction remaining through 
maturity. 

Chairman Coleman. If I can direct your attention to Exhibit 
111.1 This, I believe, is a Presidio credit request, and if you look 
at the second page, I think it is, under background, counterparty 
purpose of transaction, it reads as follows. “HVB will earn a 
very” — again, let me just back up. If you go to page 1, under com- 
ments, it says, “We are seeking an approval to fund four 7-year 
collateralized premium loans.” That is in the box labeled comment. 
That is on the No. 1 relationship. 

If you then go to box three, it notes that “HVB will earn a very 
attractive return if the deals run to term. If, however, the advances 
are prepaid within 60 days, and there is a reasonable prospect they 
will be, HVB will earn a return of two-point” — I can’t read that — 
a certain percent “on the average balance of the funds advanced, 
and given the fact that our collateral will most likely be cash de- 
posits, at least for the early stage of the transaction, we enjoy the 
possibility of earning an infinite ROE,” presumably return on in- 
vestment, “on these loans.” 

So at what point did somebody tell you these things are going to 
be 60-day deals and not 7-year premium high-risk loans? 

Mr. DeGiorgio. The communication regarding the likelihood of 
these transactions or the investors terminating their positions prior 
to the 7-year maturity rate came to the bank through the Presidio 
investment firm. I don’t recall the exact verbiage used, but it went 
along the lines of it is likely that if the investors do not earn a sub- 
stantial return on their investment during phase one of the invest- 
ment strategy, they are likely to terminate their positions before 
the end of the year. 

Chairman Coleman. I have trouble with — well, let me back it 
up. Out of the 30 BLIPS transactions, how many got out after 60 
days? 

Mr. DeGiorgio. Eleven were funded in 1999 and all 11 termi- 
nated their positions in 1999. 

Chairman COLEMAN. In 60 days? 

Mr. DeGiorgio. Yes. 

Chairman COLEMAN. Did that raise any question in your mind 
about whether these were 7-year premium deals or 60-day deals? 

Mr. DeGiorgio. Well, it certainly turned out to be 60-day trans- 
actions, but I still believe that there was some rational explanation 
and basis for entering into a 7-year facility. 

Chairman CoLEMAN. How did you come to the interest rates on 
these? Do you recall what the interest rate was for these loans? 

Mr. DeGiorgio. I thought I would have that information on the 
front page of this exhibit, but I don’t seem to see it there. 

Chairman COLEMAN. Well, how do you arrive at something gen- 
erating a premium? What is the basis for that? 

Mr. DeGiorgio. I am sorry, generating a premium? 


^See Exhibit No. Ill which appears in the Appendix on page 2660. 
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Chairman Coleman. Yes. In these loans, you have a base loan, 
right, then you have a premium, how does that happen? What kind 
of conditions do you need for that to happen? 

Mr. DeGiorgio. The rate on the premium, is that what you are 
asking me? 

Chairman CoLEMAN. Yes. 

Mr. DeGiorgio. That is 

Chairman CoLEMAN. I was told, I believe, by staff that it was 
right around 17 percent. 

Mr. DeGiorgio. Correct. 

Chairman CoLEMAN. Is that a high rate? 

Mr. DeGiorgio. I think it was closer to 18 percent, and that is 
strictly a function of the net present value derived between the dif- 
ference of the loans or the funds advanced and — over a 7-year 
term — and the stated or face amount of the loan. 

Chairman CoLEMAN. But again, based on a 7-year term? 

Mr. DeGiorgio. Correct. 

Chairman COLEMAN. But early on, you are noting that the rea- 
sonable prospects that this is going to be 60 days. 

Mr. DeGiorgio. Well, we certainly had some questions as to 
whether or not the investors could make a substantial return on 
their investment. 

Chairman COLEMAN. What kind of credit risk was there with 
these loans? 

Mr. DeGiorgio. The credit risk was nominal. 

Chairman COLEMAN. And that is 

Mr. DeGiorgio. As I am sure you see, most of the transactions 
were over-collateralized. 

Chairman CoLEMAN. Is that unusual? 

Mr. DeGiorgio. Not necessarily. In many situations where trad- 
ing activities or underlying investments are the motives or basis 
for taking down a loan, the collateral coverage is rather high. 

Chairman COLEMAN. Did you have any knowledge whatsoever 
that by getting out after 60 days, with the premiums that these 
generated, that you were generating a tax loss for an investor? 

Mr. DeGiorgio. Again, we certainly were not ignorant of the re- 
sultant tax benefits. It is part of our due diligence. 

Chairman COLEMAN. And you realize our concern that these re- 
sulting tax benefits couldn’t have come about unless you partici- 
pate in this. 

Mr. DeGiorgio. Well, we certainly also recognized that a loan 
needed to be funded and you needed banks to fund those loans. But 
I think with permission, I would like to just elaborate on that for 
a moment and make it clear to the Subcommittee that for the tax 
advice and the tax analysis and the tax aspects of this transaction, 
our due diligence included understanding what support or level of 
support firms such as KPMG could and was willing to provide to 
its client base. And having received a copy of the draft of the opin- 
ion that was authored by KPMG, we certainly felt comfortable that 
based on the letter of the law and the analysis, that the opinion 
was well reasoned and it was supported by case study and we had 
no expertise or ability to challenge the conclusions reached in that 
opinion. 
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Chairman CoLEMAN. Mr. Boyle, let me get back to this issue 
about getting out in 60 days. Did Deutsche Bank expect that the 
taxpayers would likely terminate the BLIPS after only 60 days, 
even though the stated term of the loan was 7 years? 

Mr. Boyle. I think that Deutsche Bank understood there was a 
strong likelihood of that happening, and, in fact, it did happen. 

Chairman COLEMAN. I think strong likelihood may be an under- 
statement. Will you turn to Exhibit 69, ^ please. By the way, how 
many BLIPS transactions did Deutsche Bank process? 

Mr. Boyle. I believe approximately 56. 

Chairman COLEMAN. How many is that? 

Mr. Boyle. I believe 56. 

Chairman COLEMAN. Fifty-six. Exhibit 69 is from Presidio Advi- 
sors. 

Mr. Boyle. OK. 

Chairman CoLEMAN. And it is to John Rolfes at Deutsche Bank. 
Can you identify who John Rolfes is? 

Mr. Boyle. John Rolfes, I believe, is a Managing Director in the 
Private Bank. 

Chairman COLEMAN. And this says, “John, further to our Friday 
phone conversation, I would like to describe the necessary financ- 
ing steps the BLIPS program will require,” and it lays it out. Day 
one, investor borrows a certain amount for 7 years, 16 percent an- 
nual rate. On day two, and I’m going to go now to the fourth para- 
graph, excuse me, day 7. On day 60, investor exits partnership and 
unwinds all trades in partnership. So Deutsche Bank up front 
knew that even though you were issuing what was a 7-year loan 
with an interest rate predicated on that, in fact, this was a 60-day 
deal. 

Mr. Boyle. Well, clearly, the credit agreement was 7 years, but 
you can see everyone got out of the loans we were involved in in 
a 60-day period, yes. 

Chairman CoLEMAN. And again with Deutsche Bank, as with 
HVB, collateral here was more than the amount of the loan and 
the premium combined, is that correct? 

Mr. Boyle. Yes. 

Chairman COLEMAN. Deutsche Bank didn’t have much risk in 
this. 

Mr. Boyle. Deutsche Bank had risk depending upon what the 
underlying assets were. I believe in the first stage, as you had 
seen, they elected to invest them in kind of short-term money mar- 
ket fund-type investments, so those were fairly very low risk, yes. 

Chairman CoLEMAN. And didn’t Deutsche Bank insist that if col- 
lateral ever dipped below the 100 percent — 101 percent figure, 
Deutsche Bank would be entitled to get its money back imme- 
diately? 

Mr. Boyle. Yes. Well, I think that is a normal provision. I don’t 
think that provision itself is unusual because your recourse is to 
the assets that are there, so you want to ensure that you can dis- 
pose of the assets and repay the loan, yes. 

Chairman CoLEMAN. So tell me again the reason for the 16 per- 
cent interest. How do you arrive at that figure? 


^ See Exhibit No. 69 which appears in the Appendix on page 644. 
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Mr. Boyle. My understanding is the client requested a premium 
loan, and once again, you determine the 16 percent rate would — 
you would basically discount that back and ensure that you re- 
ceived all the payments 

Chairman CoLEMAN. So the client requests a premium loan and 
it is a premium loan that feeds into the tax consequences, the op- 
portunity to get a tax loss, is that correct? 

Mr. Boyle. That is my understanding, yes. 

Chairman CoLEMAN. And that is what happened in all of these 
situations? 

Mr. Boyle. Yes. 

Chairman CoLEMAN. Senator Levin. 

Senator Levin. Mr. DeGiorgio, looking at this straight, would you 
not agree that this was basically intended to be a tax deal for the 
taxpayer? Just to cut through all this stuff before — I am going to 
go through all of it with you anyway 

Mr. DeGiorgio. OK. 

Senator Levin [continuing]. To prove it, but [Laughter.] 

In your heart of hearts, is this not clearly intended to be a tax 
deal? 

Mr. DeGiorgio. I think to dispute the notion that there were in- 
herent and significant tax benefits is ridiculous. However, the in- 
vestment strategy was described to us as a significant motive for 
these investors to enter into this transaction. 

Senator Levin. Could there be any profit in this transaction? I 
mean, is there any way? Just take a look at it. The only thing 
which was at risk was 7 percent of the premium, correct? 

Mr. DeGiorgio. During phase one, which is the first 60-day pe- 
riod? 

Senator Levin. Right. 

Mr. DeGiorgio. Correct. 

Senator Levin. The only thing that was at risk, and they all 
bailed out after 60 days 

Mr. DeGiorgio. Right. 

Senator Levin [continuing]. And we will go through that just to 
show that is what the intention was. That is what the plan was, 
to finish at 60 days and then collect your tax loss. So assuming 
that is what happened, the only possible money that had any risk 
attached to it was that 7 percent that the taxpayer put up to pay 
all the fees, is that correct? 

Mr. DeGiorgio. Again, at least initially during phase one 

Senator Levin. During the 60 days. 

Mr. DeGiorgio. Yes. 

Senator Levin. OK. Is that correct? 

Mr. DeGiorgio. Yes. 

Senator Levin. All right. Now, within 1 week after this loan was 
taken out by the taxpayer, the loan was assigned to an investment 
fund, right? 

Mr. DeGiorgio. Correct. 

Senator Levin. And you were aware of that fact? 

Mr. DeGiorgio. Yes. 

Senator Levin. Why wasn’t the loan just made to the investment 
fund? 
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Mr. DeGiorgio. That, I don’t know. I am not sure why there was 
a two-tiered fund. 

Senator Levin. Why there was an assignment? 

Mr. DeGiorgio. Correct. 

Senator Levin. You don’t know why these loans were just not 
made to the investment fund? Would there have heen a tax advan- 
tage if it had been made to the investment fund? 

Mr. DeGiorgio. There probably was, if I recall some of the as- 
pects of the KPMG opinion, it did refer to a shifting of liability 
from one entity to another. 

Senator Levin. Assignment of 

Mr. DeGiorgio. Being correlated with the tax benefit. 

Senator Levin. Of course. From what you now know, would you 
agree the only way that the tax benefit, the tax loss, would be cre- 
ated is if the loan originally went to the taxpayer and then was al- 
most immediately assigned to that so-called investment fund? Is 
that what you now are aware of? 

Mr. DeGiorgio. I am — the only way is a strong statement and 
I probably couldn’t make that. But I can certainly ascertain that 
it is one way of creating a tax loss. 

Senator Levin. All right. If you could think of the other reason 
for doing that, let the Subcommittee know, will you, for the record? 

Mr. DeGiorgio. Sure. 

Senator Levin. We haven’t been able to find one yet, but if you 
can find one, let us know. 

Now, did you eventually come to understand, at least, that 
BLIPS was primarily a tax avoidance scheme? 

Mr. DeGiorgio. No, I did not. 

Senator Levin. Let us go to Exhibit 107. ^ Is it Alex Nouvakhov — 
am I pronouncing his name correctly? 

Mr. DeGiorgio. Very close. 

Senator Levin. All right. He is with your bank? 

Mr. DeGiorgio. Yes, he is. 

Senator Levin. Now, he acknowledged to us that he knew that 
BLIPS was a tax shelter and here is what his notes read, if you 
could take a look at his notes. They are a little bit hard to read, 
but you will see on the right-hand side, right in the middle where 
there is a 7 percent and then there is an arrow up. Do you see 
that? 

Mr. DeGiorgio. I am with you. 

Senator Levin. OK. It says, “Seven percent fee equity paid by the 
investor for tax sheltering.” Do you see that? 

Mr. DeGiorgio. Yes, I do. 

Senator Levin. Well, he was aware of it, then, right? 

Mr. DeGiorgio. Well, certainly — I certainly was present at the 
meeting where this presentation was made. 

Senator Levin. Is that an accurate note? 

Mr. DeGiorgio. The note reflects the cost and how Presidio had 
intended on charging its investors for participating in the invest- 
ment structure. 

Senator Levin. He didn’t say investment structure. He says tax 
sheltering. Was that an accurate note or wasn’t it? 


^ See Exhibit No. 107 which appears in the Appendix on page 2646. 
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Mr. DeGiorgio. Actually, what Alex Nouvakhov thought at the 
point in time, I don’t recall Presidio mentioning or referring to this 
as a tax shelter, but they certainly described to us how the calcula- 
tion of the cost to the investor was being made. 

Senator Levin. Did you understand it basically to be a tax shel- 
tering effort? 

Mr. DeGiorgio. I am sorry, can you repeat that. Senator? 

Senator Levin. Did you understand this at that point, then, to 
be basically a tax sheltering effort? 

Mr. DeGiorgio. No. I still referred to this 

Senator Levin. I know you referred to it. I am talking about 
what you understand as a knowledgeable business person. Mr. 
Nouvakhov referred to it as a tax shelter and that the 7 percent 
fee was for that purpose. Now I am asking you, under oath, did you 
understand this to be and believe it to be basically a tax sheltering 
effort? 

Mr. DeGiorgio. No, I did not. I still viewed it as an investment 
strategy with inherent tax benefits. 

Senator Levin. Now take a look at Exhibit 124. ^ This is an HVB 
document. This begins on day 48. And then if you look at the sec- 
ond line on page one, it says, “Day 48, ten business days prior to 
the withdrawal date.” That is your document, right? 

Mr. DeGiorgio. Yes, it is. 

Senator Levin. So it was obvious to you when you prepared this 
document that the withdrawal was going to occur on day 60 , was 
it not? 

Mr. DeGiorgio. Not exactly. 

Senator Levin. What does it mean, ten business days prior to 
withdrawal date? It doesn’t say possible withdrawal date. It says 
withdrawal date, right? Are you familiar with this document? 

Mr. DeGiorgio. Absolutely. 

Senator Levin. Does it say prior to withdrawal date? Am I read- 
ing it right, or is this something subject to interpretation like Mr. 
Nouvakhov’s notes? 

Mr. DeGiorgio. No, not at all. I can explain it fully. 

Senator Levin. All right. 

Mr. DeGiorgio. Given the time of year, obviously it was fourth 
quarter 1999 going into a Y2K event, we as an institution — since 
we had reasonable expectations that the transactions would termi- 
nate within a 60-day period — prepared our back office and oper- 
ations teams for the reasonable expectation of an unwind. 

Senator Levin. Within 60 days? 

Mr. DeGiorgio. Within 60 days. But I have to say. Senator, if 
this were a different time of the year, in other words, if these 
transactions were funded in January and the 60-day period oc- 
curred within the first quarter of that year, this process would 
never have been put in place. It was simply a function of year-end 
constraints in addition to the Y2K events. 

Senator Levin. To summarize your testimony, you had the rea- 
sonable expectation that the withdrawal would occur by day 60 and 
then that happened in every case? 

Mr. DeGiorgio. Correct. 


^See Exhibit No. 124 which appears in the Appendix on page 2705. 
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Senator Levin. There was a theoretical possibility that it 
wouldn’t occur within 60 days, is that correct? 

Mr. DeGiorgio. Theoretical possibility. 

Senator Levin. And your bank could force it to end at 60 days, 
couldn’t it? 

Mr. DeGiorgio. No. 

Senator Levin. You didn’t have the power to end it at 60 days? 

Mr. DeGiorgio. No, unless there were violations in the collateral 
ratio. 

Senator Levin. And the collateral ratio was 100 percent-plus, 
right? 

Mr. DeGiorgio. Hundred-and-one-point-two-five. 

Senator Levin. Pretty solid collateral there? 

Mr. DeGiorgio. Absolutely. 

Senator Levin. No risk for the bank? 

Mr. DeGiorgio. No credit risk. Plenty of execution and oper- 
ational and administrative risks. 

Senator Levin. There were operational risks. Didn’t you control 
the fund? Wasn’t it in your custody? 

Mr. DeGiorgio. The funds were not necessarily at risk because 
you are absolutely correct. The funds remained in an account under 
the customer’s name at the bank. 

Senator Levin. At your bank? 

Mr. DeGiorgio. Correct. The risks I am referring to, again, are 
operational regarding the trading activities 

Senator Levin. Which was limited to the 7 percent that the cus- 
tomer put up, right? 

Mr. DeGiorgio. During the first 60 days, correct. 

Senator Levin. And you had the reasonable expectation when it 
would end, right? 

Mr. DeGiorgio. Yes. I said that. 

Senator Levin. I now want you to say it, though, in connection 
with this point, which is that since there was an expectation that 
it would end within 60 days and there was no risk to the bank of 
its funds at all within that 60 days, because you were more than 
fully collateralized, that therefore the reasonable expectation was 
there would never be a risk to the bank. 

Mr. DeGiorgio. Certainly the likelihood of there being credit 
risk to the bank was low, as we have ensured to protect ourselves 
with the over-collateralization measures. 

Senator Levin. And if you look at Exhibit 125, ^ you have a chart 
showing that all the loan proceeds — not the equity, not that 7 per- 
cent, the taxpayer’s equity — is converted into Euros and will be 
converted back 30 days later. So this is a Euro account. This is not 
the loan, the premium loan or the basic loan. This is just the 7 per- 
cent, is that correct, or is this the whole loan? 

Mr. DeGiorgio. This is the whole loan proceeds. 

Senator Levin. This is the loan proceeds? 

Mr. DeGiorgio. Right. 

Senator Levin. So the so-called loan, and there is a great ques- 
tion as to whether there was a loan here at all since, for all the 
reasons that have been given the other day, but basically it was in 


^See Exhibit No. 125 which appears in the Appendix on page 2711. 
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your control, fully collateralized, and expected to be terminated at 
60 days during which there was no risk, but in any event, during 
that period, there was a deposit into a Euro account, is that basi- 
cally correct? 

Mr. DeGiorgio. That is correct. 

Senator Levin. Were any of the loan proceeds during that period 
put at risk during the investment scheme, as part of the invest- 
ment scheme? 

Mr. DeGiorgio. Not during the first 60-day period. 

Senator Levin. That is the period we are talking about, right? 

Mr. DeGiorgio. Yes. 

Senator Levin. My time is up. Thank you. 

Chairman CoLEMAN. We will come back to a second round. Sen- 
ator Levin. 

Senator Levin. Thank you. 

Chairman CoLEMAN. Mr. Boyle, on the issue about whether the 
loan was at risk in terms of the Deutsche Bank transactions, did 
Deutsche Bank lay out some requirement that the loan had to be 
invested in certain types of securities? 

Mr. Boyle. There was a list of permitted investments, yes. 

Chairman COLEMAN. And these, it is my understanding, they 
generate a lower rate of return than the interest that the Deutsche 
Bank was charging? 

Mr. Boyle. I believe that the investment that they chose for the 
first days was an investment that 

Chairman Coleman. So Deutsche Bank knew up front there was 
going to be no profit generated within this 60-day period. 

Mr. Boyle. To the — ^you mean with — after 

Chairman COLEMAN. Investor. 

Mr. Boyle. After he made the investment, yes. 

Chairman CoLEMAN. And again, at least the Deutsche Bank 
clearly got from Presidio a memo saying this is a 60-day deal. 

Mr. Boyle. Like I said before, there was an expectation that it 
may very well wind up at 60 days, and in fact, did unwind. 

Chairman CoLEMAN. I mean, again, expectation. On day 60, in- 
vestor exits partnership and unwinds all trades in partnership. 
That is Exhibit 69. That is not an equivocal expectation, is it? 

Mr. Boyle. That language is clearly not, no, sir. 

Chairman COLEMAN. Exhibit 113. ^ This is a memo, Deutsche 
Bank Private Bank management committee meeting talking about 
the BLIPS product, is that correct? 

Mr. Boyle. Yes. 

Chairman CoLEMAN. And on page two, it indicates that KGT 
suggests that 25 customers be selected from different geographic 
areas. PKS will ensure that written agreements be prepared. Can 
you help me understand why you would want to select 25 cus- 
tomers from different geographic areas? 

Mr. Boyle. I don’t know precisely. That was a Private Bank rec- 
ommendation, I guess, to John Rolfes. I don’t believe that applied 
to us per se in the Structured Transactions Group. 

Chairman Coleman. Is that unusual, to put those kinds of geo- 
graphic limitations on this? 


^See Exhibit No. 113 which appears in the Appendix on page 2679. 
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Mr. Boyle. I don’t know, to be honest with you, sir. No. 

Chairman COLEMAN. Our concern here, is this an effort to keep 
this under the radar screen? 

Mr. Boyle. I don’t know. 

Chairman COLEMAN. Have you heard of any other similar restric- 
tions being placed in any other Deutsche Bank transactions? 

Mr. Boyle. Not that I am aware of, no. 

Chairman CoLEMAN. And Deutsche Bank ultimately engaged in 
56 of these deals. Senior management said 25 . What is the reason 
for the difference? 

Mr. Boyle. The reason for the difference. A different — originally, 
we were focusing on the amount that we may potentially loan and 
we wanted to do things in different stages to make sure we were 
comfortable executing the transactions, and I believe the initial 
stage, we were approached with the idea of doing up to 25 inves- 
tors. 

Chairman CoLEMAN. Again, I go back to this question that Sen- 
ator Levin asked of Mr. DeGiorgio. Looking at this, is there any 
question in your mind that these were tax shelters that were going 
to be used to provide opportunities for taxpayers to generate loss 
and write it off? 

Mr. Boyle. Well, it is very clear from the opinions and every- 
thing that there were significant tax benefits that the investor may 
report on its return, yes. 

Chairman CoLEMAN. Were you concerned? Is Deutsche Bank con- 
cerned at all about the reputational risk for being involved in this 
stuff? 

Mr. Boyle. You know, like all investments, we are very con- 
cerned in terms of reviewing, going through a very thorough inter- 
nal review. 

Chairman CoLEMAN. Have you changed your practices today? 

Mr. Boyle. I am no longer an employee, so — I am certain they 
adjusted everything accordingly, but I am not there anymore. 

Chairman CoLEMAN. And Mr. DeGiorgio, you have indicated that 
HVB has, in fact, changed its practices? 

Mr. DeGiorgio. That is correct, and it is DeGiorgio. [Laughter.] 

Chairman CoLEMAN. And it changed its practices because these 
are abusive tax shelters? 

Mr. DeGiorgio. Well, when it became abundantly clear to the 
bank that the IRS had issues with the strategy, as was reflected, 
I believe, in a notice in August 2000, we immediately discontinued 
our participation in the transaction. 

Chairman COLEMAN. And again, it is your testimony here today 
that in spite of the fact that you had — how many BLIPS accounts 
did you have? 

Mr. DeGiorgio. Approximately 30. 

Chairman COLEMAN. Thirty, that you had 30 BLIPS accounts, 
that all of these were purported to be 7-year loans at 16 percent 
interest rate, even though it was clear they were going to be 
exiting in 60 days and they were all exited on 60 days, and at the 
time, you weren’t aware that these were abusive tax shelters? 

Mr. DeGiorgio. That is correct. 

Chairman CoLEMAN. Senator Levin. 
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Senator Levin. Mr. Boyle, take a look at Exhibit 70,^ if you 
would. This is a bank document relative to BLIPS. It is called a 
new product committee overview memo. Take a look at page three, 
if you would, and it is point 12 . “It is imperative that the trans- 
action be wound up after 45 to 60 days and the loan repaid due 
to the fact that the HNW individual will not receive his or her cap- 
ital loss or tax benefit until the transaction is wound up and the 
loan repaid.” Is that correct? 

Mr. Boyle. Excuse me? 

Senator Levin. Is that — did I read that correctly? 

Mr. Boyle. Well, you read it correctly, yes. 

Senator Levin. So it was imperative that this be wound up in 45 
to 60 days in order that the person get their tax benefit? Am I 
reading it right? 

Mr. Boyle. Well, like I said before, the loan itself was a 7-year 
loan that people had the option of repaying at any time within that 
particular 7 years. And based upon the tax opinion, if they wanted 
to potentially take that tax benefit in the current year 

Senator Levin. Not potentially. Forget the potentially. 

Mr. Boyle. OK. 

Senator Levin. If they wanted to get the tax benefit. 

Mr. Boyle. If they wanted to get the tax benefit, they would 
have had to unwind it in the current year, yes. 

Senator Levin. And that was 60 days? 

Mr. Boyle. Yes, sir. 

Senator Levin. OK. Now, in Exhibit 106, ^ this is your 
PowerPoint presentation about this transaction. This is your Struc- 
tured Transaction Group. That is the group that implemented 
BLIPS. You were part of that group, were you not? 

Mr. Boyle. Yes, sir. 

Senator Levin. Page 7 of the exhibit describes the client environ- 
ment for the group. It says that your group was doing “tax driven 
deals.” 

Mr. Boyle. Those are the words, yes. 

Senator Levin. Is that a lie? Is your own PowerPoint presen- 
tation a lie? 

Mr. Boyle. No. I mean, the group was involved in complex finan- 
cial transactions in which there were significant tax benefits, yes. 

Senator Levin. No. Not significant tax benefits. Let us put that 
aside. We have heard that rhetoric two or three times. We are talk- 
ing about your own PowerPoint that says these were “tax driven 
deals.” Were those words a lie? 

Mr. Boyle. I did not prepare the document. 

Senator Levin. Were they accurate? 

Mr. Boyle. That there were significant tax benefits? 

Senator Levin. No, that they were tax driven. 

Mr. Boyle. I don’t know the precise context that they are using 
tax driven, but clearly, if you believe that 

Senator Levin. Give me a context for that. These are three 
words, tax driven deals. 

Mr. Boyle. Yes. If you 


^See Exhibit No. 70 which appears in the Appendix on page 646. 

2 See Exhibit No. 106 which appears in the Appendix on page 2622. 



109 


Senator Levin. That doesn’t mean some tax benefits. That means 
these were tax driven deals. That is your document. That is your 
bank’s document. 

Mr. Boyle. Yes. 

Senator Levin. Was that accurate or not, that these were tax 
driven deals? 

Mr. Boyle. If they are referring to the fact that there were sig- 
nificant tax benefits, yes. 

Senator Levin. Otherwise, if they were driven by those bene- 
fits — driven? 

Mr. Boyle. Well, you have to look at 

Senator Levin. Driven means that is the principal point. That is 
the driver. You know what the word means. 

Mr. Boyle. Yes, sir. 

Senator Levin. Let us not fiddle around with words. Were these 
tax driven deals? 

Mr. Boyle. I don’t know which ones — I don’t know which deals 
they were referring to in that 

Senator Levin. BLIPS. 

Mr. Boyle. BLIPS? 

Senator Levin. Was BLIPS a tax driven deal? 

Mr. Boyle. I am not sure they are referring to BLIPS in that 
transaction. 

Senator Levin. Well, was BLIPS a tax driven deal? 

Mr. Boyle. BLIPS had a very significant tax benefit, yes, sir. 

Senator Levin. Yes. And so you are denying it was a tax driven 
deal? 

Mr. Boyle. No, I am saying if tax driven means significant tax 
benefits, yes. 

Senator Levin. And if it means that the principal purpose of it 
was tax benefits, it was not? 

Mr. Boyle. That is something we weren’t involved in deciding or 
reviewing. 

Senator Levin. You weren’t involved in reviewing? I am asking 
you, you are saying that there were tax benefits. You knew that 
much. 

Mr. Boyle. Yes. We understood that 

Senator Levin. But you can’t say that it was driven by tax bene- 
fits, is that correct? 

Mr. Boyle. Yes. 

Senator Levin. You are not saying that? 

Mr. Boyle. No. I mean, you are asking me what the investors’ 
intentions were. We did not talk to the investors, no, sir. 

Senator Levin. I am talking about your chart at your bank, your 
PowerPoint presentation. 

Mr. Boyle. Right. 

Senator Levin. You were part of the committee that prepared it. 
I am asking you, are those words accurate, that you were looking 
at tax driven deals. You are not going to — you are going to basi- 
cally tell me today that if it means something that it doesn’t mean, 
then yes. Now I am asking you, if it means what it says, is the an- 
swer yes or no? Was your bank engaged in tax driven deals? 

Mr. Boyle. Like I said before, if it means transactions that may 
have significant tax benefits, yes. And I did not prepare this 
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Senator Levin. If it means that the principal purpose was tax 
benefits, then yes or no? 

Mr. Boyle. I don’t — I am not aware of that. 

Senator Levin. The other word is “gain mitigation strategies,” by 
the way. Take a look now at page 17 of that same exhibit. You will 
see that BLIPS is listed as one of the deals implemented by the 
group. 

Mr. Boyle. Yes. 

Senator Levin. Were you aware of the fact, Mr. Boyle, that the 
premium part of the so-called loan when it was repaid would gen- 
erate a tax loss for the taxpayer? 

Mr. Boyle. I was aware that may be the position they took, yes, 
I was. 

Senator Levin. Thank you. Now, it was designed as a 7-year in- 
vestment program, but I think you indicated that the reasonable 
likelihood was that the taxpayer would get out after 60 days. Is it 
not true that it was anticipated that taxpayers would get out at 60 
days? 

Mr. Boyle. We understood that they made that choice, yes. 

Senator Levin. Was it anticipated the taxpayers would get out, 
not possibly get out, but was it anticipated that they would get out 
at 60 days? 

Mr. Boyle. I would say it was anticipated that they would get 
out, yes. 

Senator Levin. Thank you. You said anticipated they get out, 
yes, you meant, I assume, that they would get out in 60 days? 

Mr. Boyle. In 60 days, yes, sir. 

Senator Levin. Thank you. Now, was the amount of funds that 
were at risk limited to the funds contributed by the taxpayer, that 
7 percent? 

Mr. Boyle. No. They had a series of permitted investments that 
they could choose from. In the first stage, my understanding is they 
all invested in what you would refer to as low-risk investments. 

Senator Levin. So that if the 60-day period was the limit of the 
loan, then the risk in the foreign currency transactions would be 
limited to the funds contributed by the taxpayer, that 7 percent? 

Mr. Boyle. I believe so, yes. 

Senator Levin. Was the 7 percent approximately that was con- 
tributed by the taxpayer in Presidio that was held in your bank 
until the investment fund was closed, is that also true? 

Mr. Boyle. I am sorry? 

Senator Levin. Your bank held the funds? 

Mr. Boyle. I believe so, yes. Well, yes. It went into a custody ac- 
count in the Private Bank. 

Senator Levin. So the funds were held in your custody? 

Mr. Boyle. For the benefit of the client, yes. 

Senator Levin. Yes. And the 7.7 percent was intended to cover 
market risks, transaction costs, and Deutsche Bank fees, is that 
correct? 

Mr. Boyle. Yes. 

Senator Levin. Now, there was an Exhibit 103, ^ if you take a 
look at that. It is from Mick Wood. He worked at the bank? 


^See Exhibit No. 103 which appears in the Appendix on page 2615. 
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Mr. Boyle. Yes. 

Senator Levin. In response to a memo that you wrote to him 
about BLIPS, this is, I think, similar to the question that our 
Chairman raised, and if I am duplicating it exactly, then forgive 
me. I may have missed your exhibit reference here, Mr. Chairman. 
But Exhibit 103 is a reply to a memo that you wrote about BLIPS, 
and he said, “I would have thought you could still ensure that the 
issues are highlighted by ensuring that the papers are prepared 
and all discussion held in a way which makes them legally privi- 
leged.” It sounds like he is suggesting that Deutsche Bank should 
hide the program behind the claim of privilege, is that correct? 

Mr. Boyle. You may possibly interpret it that way. My under- 
standing — I don’t know — I don’t recall much of what was hidden. 
I think the only things I recall was trying to limit the tax discus- 
sion with our attorneys to the appropriate professionals in the 
bank to review that. I think everything else is fairly well laid out, 
including any potential tax benefits that the investor may receive 
from the transaction. 

Senator Levin. You are saying that the purpose for the privilege 
was not to hide this program behind such a claim? 

Mr. Boyle. I think the purpose — I don’t remember precisely, but 
I think generally my recollection is that the reference to privilege 
was more to — as you recall, we were advised — not advised, but we 
were counseled by an outside law firm and they were preparing a 
tax opinion with respect to our role in the transaction and it was, 
I believe, to limit the access people had internally to that document 
to the appropriate professionals that should be reviewing it. 

Senator Levin. And the purpose of limiting access to the docu- 
ment? 

Mr. Boyle. To the tax opinion, yes. 

Senator Levin. The tax opinion? 

Mr. Boyle. Yes. 

Senator Levin. Take a look at Exhibit 104. i This is an e-mail 
from Ivor Dunbar 

Mr. Boyle. Yes. 

Senator Levin. Co-head of your Structured Transaction Group 
who implemented BLIPS, and that again was your group, I gather, 
and here is what he says under point two, privilege. 

Mr. Boyle. Yes. 

Senator Levin. “This is not easy to achieve, and therefore a more 
detailed description of the tax issues is not advisable.” Don’t de- 
scribe the tax issues. 

Mr. Boyle. Yes. 

Senator Levin. Keep those out of any paper trail. 

Mr. Boyle. Right. 

Senator Levin. Is that right? 

Mr. Boyle. That is clearly what he said there, yes. 

Senator Levin. Yes. Now look at point three in that same e-mail, 
reputation risk. “In this transaction, reputation risk is tax related 
and we have been asked by the tax department not to create an 
audit trail.” The tax department, don’t create an audit trail in re- 
spect to the bank’s tax affairs. “The tax department assumes pri- 


^See Exhibit No. 104 which appears in the Appendix on page 2618. 



112 


mary responsibility for controlling tax related risks, including rep- 
utation risk, and will brief senior management accordingly. We are 
therefore not asking risk and resources committee to approve the 
reputation risk.” Boy, isn’t that unusual? 

Mr. Boyle. I don’t 

Senator Levin. Not to approve a reputation risk because we want 
to do this orally? 

Mr. Boyle. I don’t believe that is what he was getting at. I think 
what they were doing is in terms of reviewing the tax — the trans- 
action, they were restricting that to the tax professionals, the attor- 
neys, and senior management. I don’t believe that — when you go 
through the internal documents in terms of the approvals and that, 
I mean, it was always clear that there were tax benefits that may 
arise to the investor in the transaction. I don’t believe that was 
hidden or kept low profile at any point in time. 

Senator Levin. No, but it was hidden. Not the tax benefits. What 
was hidden is what you are so unwilling to say but which is so ob- 
viously true, which is that was the principal purpose of the trans- 
action. That is what the effort was. Obviously, there are tax im- 
pacts of every transaction. But this, the fact that this was intended 
to be a tax shelter, and that was its principal purpose, which is ob- 
vious from everything, is what they didn’t want to say there, be- 
cause there would be a reputational risk at that point. 

And let me go on to that reputational risk. By the way, would 
there not be a reputational risk if, in fact, your papers — every time 
your papers say that the principal purpose of this was a tax deal, 
does that not create a reputational risk? 

Mr. Boyle. If that is, in fact, true. I don’t recall anything 

Senator Levin. Yes, it would create a reputational risk every 
time you would say, this is a tax deal primarily, right? You would 
agree that creates a reputational risk? 

Mr. Boyle. Yes, I would — ^yes, but I don’t recall those words out 
there anywhere in terms of 

Senator Levin. Well, we have gone through a lot of documents 
which quite clearly talk about this being a tax deal. 

Mr. Boyle. Yes, sir. 

Senator Levin. Having to be wound up in a certain number of 
days and so forth. So what we see here is the tax department at 
Deutsche Bank saying that the reputational risk here was so great 
that it pulled the review of the BLIPS program out of your risk and 
resources committee because there would have been a paper trail, 
as you just indicated, and it instead personally briefed Mr. John 
Ross, who is the CEO of Deutsche Bank Americas. 

Now, how many times do you think that that would have hap- 
pened, where there were these kind of tax deals that were pulled 
away from that committee and orally discussed with the CEO in- 
stead because of a statement that there is a reputational risk in 
having this reviewed by your committee? Do you think that hap- 
pened frequently or would this be unusual? 

Mr. Boyle. No. My understanding is that it was not pulled away 
from that committee because of BLIPS. I think that was a general 
policy that the bank was going through, that the tax aspects would 
be reviewed by the tax professionals and senior management. 
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Senator Levin. But it says here, though, in Exhibit 104 again 
that we are, therefore, not asking risk and resources committee to 
approve reputational risk on BLIPS. This will he dealt with di- 
rectly by the tax department and John Ross. I am asking you, was 
that common? 

Mr. Boyle. With respect to any tax related transaction, yes. 

Senator Levin. It was? 

Mr. Boyle. I believe so. 

Senator Levin. OK. I believe that the chairman is covered in Ex- 
hibit 113,1 where that same type of issue was raised — where it 
says, John Ross approved the product, however, insisted that any 
customer found to be in litigation be excluded from the product, the 
product be limited to 25 customers, and that a low profile be kept 
on these transactions. Again, try me on this one. Why a low pro- 
file? Why limit it to 25? 

Mr. Boyle. My recollection of the conversations, we were sitting 
down and taking Mr. Ross through the transaction, particularly our 
role in the transaction, and because it involved a more likely than 
not opinion for the potential tax benefit to the investor, we wanted 
to make very clear what our role was just in terms of banking, that 
we are not out there marketing or providing tax advice and that 
type of thing. So I am — my guess is he was referring to that con- 
versation. 

Senator Levin. My final line of questions, if I ask the indulgence 
of the Chair, who has been very generous in many ways. Exhibit 
105,2 if you take a look at that, is an e-mail from you, Mr. Boyle, 
to John Wadsworth, and this is going to take a couple of minutes 
to work through this. 

Mr. Boyle. Actually, I don’t have Exhibit 105. Oh, here it is. 

Senator Levin. You have it? OK. Here is what you wrote. “Dur- 
ing 1999, we executed $2.8 billion of loan premium deals as part 
of BLIPS approval process. At that time, NetWest and HVB Bank 
had executed approximately a half-billion dollars of loan premium 
deals. I understand that we based our limitations on concerns re- 
garding reputational risk which were heightened in part on the 
proportion of deals we have executed relative to the other banks.” 
You had done a lot of this, compared to the other banks, and here 
is what you proposed. 

“In addition to the execution of the underlying EX transactions, 
we would like to lend an amount of money to HVB Bank equal to 
the amount of money HVB Bank lends to the client. We could po- 
tentially make a market interest rate loan secured by HVB high 
coupon loan to the client which would be secured by the underlying 
EX transactions. The loan we fund HVB Bank with could be dif- 
ferentiated from the underlying loan to the client because of the 
market coupon versus high coupon, the date the loans are made, 
and the fact that we do not face the client as HVB Bank does.” 

So in other words, Mr. Boyle, the reputational risk to Deutsche 
Bank for doing additional BLIPS deals was so great that the bank 
is not permitting any additional transactions, and in response to 
that situation, your solution is not to halt BLIPS transactions. 


^See Exhibit No. 113 which appears in the Appendix on page 2679. 
2 See Exhibit No. 105 which appears in the Appendix on page 2619. 
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Rather, you propose to fund and execute additional BLIPS trans- 
actions through the front of another bank, HVB. 

Now, if the reputational risk is that great, shouldn’t Deutsche 
Bank stop its participation rather than try to hide its involvement 
in more of these transactions? 

Mr. Boyle. I think we have to put this note in context from what 
I remember. The bank itself had reached the conclusion back in 
November or October 1999 they didn’t want to participate anymore 
with these particular transactions. My understanding is that there 
may have been other opportunities to do some more. We ap- 
proached Mr. Wadsworth with respect to revisiting this, and he 
clearly was not interested in doing any more of these deals, and it 
stopped at that point. 

Senator Levin. Mr. DeGiorgio, did Deutsche Bank approach HVB 
about this idea? 

Mr. DeGiorgio. Yes, it did. 

Senator Levin. And did you or HVB accept the idea? 

Mr. DeGiorgio. No, we did not. 

Senator Levin. You rejected it? 

Mr. DeGiorgio. Yes, we did. 

Senator Levin. And why? 

Mr. DeGiorgio. Because we were concerned with the operational 
and execution risks associated with the transaction that would not 
have been alleviated in the structure that had been proposed, as 
you see in this e-mail. 

Senator Levin. Thank you. Thank you, Mr. Chairman. 

Chairman COLEMAN. Thank you. Mr. DeGiorgio and Mr. Boyle, 
you are excused. 

I would now like to welcome our third panel to today’s hearing: 
John Larson, Managing Director of Presidio Advisory Services; and 
Jeffrey Greenstein, Chief Executive Officer of Quellos Group, for- 
merly known as Quadra Advisors. I thank each of you for your at- 
tendance at today’s hearing and look forward to your testimony. 

Before we begin, pursuant to Rule 6, all witnesses who testify be- 
fore the Subcommittee are required to be sworn. At this time, I 
would ask you to please stand and raise your right hand. 

Do you swear that the testimony you are about to give before 
this Subcommittee is the truth, the whole truth, and nothing but 
the truth, so help you, God? 

Mr. Larson. I do. 

Mr. Greenstein. I do. 

Chairman CoLEMAN. Again, as you have seen with the earlier 
panels, I would like testimony to be 5 minutes. Your written testi- 
mony will be entered into the record in its entirety. 

Mr. Larson, we will have you go first this morning, followed by 
Mr. Greenstein. After we have heard all the testimony, we will 
then turn to questions. Mr. Larson. 

TESTIMONY OF JOHN LARSON, MANAGING DIRECTOR, 
PRESIDIO ADVISORY SERVICES, SAN FRANCISCO, CALIFORNIA 

Mr. Larson. I have no advance statement. 

Chairman CoLEMAN. Mr. Greenstein. 
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TESTIMONY OF JEFFREY GREENSTEIN,i CHIEF EXECUTIVE 

OFFICER, QUELLOS GROUP, LLC, FORMERLY KNOWN AS 

QUADRA ADVISORS, LLC, SEATTLE, WASHINGTON 

Mr. Greenstein. Mr. Chairman, Senator Levin, my name is Jeff 
Greenstein and I appreciate the opportunity to be here today. I am 
the Chief Executive Officer of Quellos Group, based in Seattle, and 
since our founding in 1994, we have focused on providing both 
asset management services to institutional and private clients 
worldwide. 

We understand and very much respect the Subcommittee’s re- 
sponsibility in this area and its interest in ascertaining whether 
there is a need to change public policy. 

You have asked me to address tax advantaged investments or 
strategies with names like BLIPS, SC2, FLIP, and OPTS. With re- 
spect to BLIPS and SC2, we have no experience in these areas 
whatsoever and, therefore, I cannot comment. With respect to the 
latter two strategies, I am able to discuss the investment and 
structural aspects with the Subcommittee today, although let me 
emphasize that I do not have any tax expertise and thus am not 
able to provide meaningful input on the tax aspects of either strat- 
egy- 

As you have heard, prior to our involvement, the international 
accounting firm of KPMG developed FLIP in the mid-1990’s to pro- 
vide its clients with a tax savings investment strategy. In the 
course of many conversations and meetings, KPMG advised us that 
its senior tax experts, many of whom had direct Treasury or IRS 
experience, had carefully researched the existing statutes and regu- 
lations and that KPMG’s national tax office had concluded that 
these transactions would likely yield favorable tax treatment for its 
investors under the Internal Revenue Code. 

By way of history, our introduction to KPMG occurred in 1995 
in a matter completely unrelated to what we are here today to dis- 
cuss. We were working with one of our clients to restructure a por- 
tion of their portfolio to meet their investment objectives. Given the 
importance of analyzing any investment portfolio on an after-tax 
basis, our client asked to review our portfolio recommendations 
with its tax advisor, KPMG, and therefore, at the client’s request, 
we did. 

As a result of this prior interaction, KPMG later contacted us to 
see if we would apply our investment expertise to help with the se- 
curity transactions related to one of its strategies. This strategy 
later became known as FLIP. KPMG presented us with a set of 
predefined criteria that it had designed for FLIP and told us that 
transactions meeting these criteria would likely result in favorable 
tax consequences. Our role as investment advisor was to identify, 
analyze, implement, and manage the specific stock and option 
transactions that were required to execute FLIP. 

These transactions gave investors a reasonable prospect of earn- 
ing an economic profit which, in fact, was very real as a number 
of FLIP and OPTS investors did indeed realize an overall profit. 
The profit potential was directly linked to the gradual appreciation 
in the public shares of one of the world’s major financial institu- 


^The prepared statement of Mr. Greenstein appears in the Appendix on page 334. 
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tions. KPMG specifically approved all of the stock and option trans- 
actions after it had determined that the transactions met the cri- 
teria for obtaining favorable tax consequences. 

Our role as investment advisor was formalized in 1997 with an 
agreement between KPMG and Quadra that defined our different 
roles. In the agreement, KPMG confirmed its responsibility for the 
tax aspects of the strategy while agreeing that Quadra had respon- 
sibility for only providing investment advice. KPMG was and re- 
mains an international accounting firm with an excellent reputa- 
tion and deep resources and we relied on its tax analysis, conclu- 
sions and advice. Additionally, a prominent national law firm con- 
curred with their opinion. 

KPMG began introducing FLIP to potential investors during 
1996, and subsequently, Pricewaterhouse Coopers, PWC, developed 
a similar strategy with similar tax attributes. They sought and re- 
ceived our assistance in providing investment-related advice and 
execution services. PWC also provided a detailed opinion of this 
strategy which was consistent with KPMG’s earlier conclusion that 
the Internal Revenue Code likely afforded favorable tax treatment. 

In 1998, we were approached again by KPMG with respect to a 
variation of the FLIP transaction known as OPTS. It was our un- 
derstanding that KPMG had been offering this strategy to its cli- 
ents through another investment advisor, the Presidio Group, but 
that the Presidio Group had exhausted its capacity. At that time, 
KPMG requested our assistance with executing OPTS. For OPTS, 
all of the investment and structural aspects of the strategy were 
fully developed, the nature of the financial instruments and secu- 
rity transaction had been fully specified, and our role was simply 
to implement the trades and execute the documents required as 
prescribed by KPMG. 

Chairman COLEMAN. I would ask you to summarize the rest of 
your testimony, Mr. Greenstein. 

Mr. Greenstein. Thank you. I want to reiterate that our focus 
has been on meeting the financial and investment objectives of our 
clients through thoughtful, sophisticated, disciplined, and well-re- 
searched portfolio management. This presented us with the oppor- 
tunity to work with some of the most respected groups in the in- 
dustry, and I think it is important to note that we have not been 
working with the accounting firms in strategies along these lines 
for years. 

And with that, that is an abridged version of my prepared re- 
marks and I would be happy to address any questions you might 
have. 

Chairman COLEMAN. Thank you, Mr. Greenstein. Your complete 
remarks will be entered into the record, without objection. 

Mr. Larson, you were originally — at one point, you were Senior 
Manager at KPMG, is that correct? 

Mr. Larson. That is correct, yes. 

Chairman CoLEMAN. And when did you move over to Presidio? 

Mr. Larson. In the summer of 1997. 

Chairman COLEMAN. And, in fact, were you involved in forming 
Presidio Advisory Services? 

Mr. Larson. I was. 



117 


Chairman COLEMAN. And was that with another member of 
KPMG? 

Mr. Larson. Yes, Robert Pfaff. 

Chairman CoLEMAN. So would it be fair to say that you knew the 
ins and outs of these kinds of transactions, you had experience and 
history? 

Mr. Larson. Yes, that would be fair. 

Chairman COLEMAN. And, in fact, I believe you were involved in 
developing FLIP’S transactions? 

Mr. Larson. I was one of the team of developers, yes. 

Chairman CoLEMAN. Now, it is fair to state, Mr. Larson, that 
Presidio knew the BLIPS transaction was specifically designed so 
that investors would exit on day 60 of the transaction, regardless 
of the fact that BLIPS was a financing structure as a 7-year loan, 
is that correct? 

Mr. Larson. I would — I do not agree with that. 

Chairman COLEMAN. Would you turn to Exhibit 69, ^ please. 

Mr. Larson. The black one or the white one? 

Chairman COLEMAN. Sixty-nine is in the white one. It is a memo. 
Presidio Advisors Group. It is from Amir Makov. Do you know who 
that is? 

Mr. Larson. Yes. He is my other business partner. 

Chairman CoLEMAN. He is a partner? He has certain authority 
and can speak for Presidio with authority? 

Mr. Larson. Yes, correct. 

Chairman CoLEMAN. And this is a memo to John Rolfes, CEO at 
Deutsche Bank? 

Mr. Larson. John was the Managing Director. 

Chairman COLEMAN. Managing Director, I am sorry. And in the 
memo, it lays out, “John, further to our Eriday conversation, I 
would like to describe the necessary financing steps the BLIPS pro- 
gram will require,” and it lays out — it starts with the day one, in- 
vestor LLC borrows $100,000, and then principal amount for 7 
years at 16 percent annual. So 7 years at 16 percent annual. And 
then you go down, day 7 and the last paragraph, beginning of the 
last paragraph on that page, “On day 60, investor exits partnership 
and unwinds all trades in partnership.” Is that what the document 
states? 

Mr. Larson. That is what it states, yes, sir. 

Chairman COLEMAN. And is there anything equivocal about say- 
ing that the investor exits the partnership and unwinds all trades 
in partnership? 

Mr. Larson. No, that is what it says. 

Chairman CoLEMAN. So Presidio understood this was a 60-day, 
get out in 60-day deal? 

Mr. Larson. What Presidio understood, even as the two previous 
speakers said, that there was a significant likelihood that investors 
would want to exit after 60 days, but in no way did we understand 
that this was unequivocally a 60-day investment. 

Chairman COLEMAN. In this document, there is no indication of 
significant likelihood. It says, “on day 60, investor exits partnership 
and unwinds all trades in partnership,” not significant possibility. 


^ See Exhibit No. 69 which appears in the Appendix on page 644. 
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Mr. Larson. I agree that that is what it says. 

Chairman CoLEMAN. Can you tell me what step transactions are? 

Mr. Larson. Well, there is a tax doctrine which you might he re- 
ferring to called the step transaction doctrine. 

Chairman CoLEMAN. Is there a prohibition in the tax code 
against step transactions designed to produce artificial losses? 

Mr. Larson. I am not quite sure what you are referring to. 

Chairman COLEMAN. In testimony on Tuesday, we heard that 
there was a remote chance — remote chance — that BLIPS investors 
would make a profit of a transaction because they were structuring 
it, and I believe if you turn to Exhibit 80, ^ that testimony came 
from Mark Watson, who appeared under subpoena before this Sub- 
committee. He says, “According to Presidio, the probability of mak- 
ing a profit from this strategy is remote.” Was that a fair represen- 
tation of Presidio’s conversations with Mr. Watson? 

Mr. Larson. No, it is not. 

Chairman CoLEMAN. So did Mr. Watson make this up? 

Mr. Larson. I think Mr. Watson may have misunderstood the 
presentation and information that was provided to him. 

Chairman COLEMAN. Can you tell me how many BLIPS trans- 
actions Presidio was involved in? 

Mr. Larson. My recollection is 65 to 70. 

Chairman COLEMAN. Do you know if anyone made a profit? 

Mr. Larson. No, the trades were not profitable. 

Chairman CoLEMAN. So Mr. Watson is saying Presidio says there 
is a remote possibility. You are saying zero. Of all you were in- 
volved in, zero transactions made a profit. 

Mr. Larson. That is correct, although I am also saying that it 
was our view at the time when we were planning the program and 
executing it that, in fact, there was a significant possibility of prof- 
it. That did not come to pass, but I think we had a well-reasoned 
view that our strategies could be highly profitable. 

Chairman CoLEMAN. Was the market in trouble at that time? 

Mr. Larson. We were — under our — the trading strategies that 
we were implementing were foreign currency transactions, so I 
guess I am not sure what market you are referring to. 

Chairman COLEMAN. I am just trying to understand how you 
have every transaction in which you are involved, none makes a 
profit, but you are saying there was a reasonable possibility for 
profit. 

Mr. Larson. The trading strategies, the primary ones that we 
were implementing were, I guess, based on our expectation that a 
specific event would take place in the market, and by that, what 
I mean is the largest positions that we took in the BLIPS trades, 
we were shorting the Argentina peso and we were shorting the 
Hong Kong dollar and we were taking positions of very significant 
size. By taking those positions, what we were speculating was that 
one or both of those currencies would be forced to break its trading 
peg and devalue, and if that took place, then we had an expectation 
that, in particular that with Argentina, that Argentina was likely — 
in fact, we thought very nearly certain — to devalue its currency. 


^ See Exhibit No. 80 which appears in the Appendix on page 664. 
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Had that happened while our trades were open, the profits would 
have heen extremely significant. 

Chairman CoLEMAN. And what percentage of the loans were at 
risk, of the loans that were involved in these transactions? 

Mr. Larson. The expected risk, but not the certain risk, was ap- 
proximately equal to the equity invested by the investors. However, 
there was always a possibility of a catastrophic loss in any of the 
partnerships. 

Chairman Coleman. Let me ask the question this way. An inves- 
tor took out a $15 million loan — a $20 million loan from Deutsche 
Bank, or a $50 million loan from Deutsche Bank. How much of that 
was at risk? How much of that was involved in the risk of loss? 

Mr. Larson. The most likely scenarios and the ones that came 
to pass was that amount would not be at significant risk during the 
initial part of the trade. 

Chairman COLEMAN. Sixty days? 

Mr. Larson. Yes. That was the most likely. 

Chairman COLEMAN. The period in which they got out. 

Mr. Larson. Yes. However, what I would go on to say is that 
there was also a possibility, not a likelihood hy any means, but a 
possibility that if our foreign currency trades had moved against 
us, and in particular if the value of the either Hong Kong or Argen- 
tina currencies had gone up, then there could have been very sig- 
nificant losses which would have hit the collateral. 

Chairman CoLEMAN. So the standard now is not a likelihood. 

Mr. Larson. Standard — I am sorry. 

Chairman CoLEMAN. You were saying that there was not a likeli- 
hood of profit being made. 

Mr. Larson. I am sorry, could you repeat the question? 

Chairman COLEMAN. I am trying to use the phrase there. I was 
trying to understand what the expectation was during 60 days. In 
other words, how much of a $50 million loan, how much was at 
risk? A very minimal amount. What was then the likelihood of the 
investor suffering any loss? 

Mr. Larson. Using your example, during the initial 60-day pe- 
riod of our trading program, it was unlikely that there would be 
any loss that would affect the $50 million of collateral. 

Chairman COLEMAN. Let me ask you one other question. I will 
pursue this line of questioning afterwards. According to the testi- 
mony of KPMG’s Lawrence DeLap on Tuesday, he was of the view 
that BLIPS transactions should be registered and Presidio should 
have registered the transactions. Did Presidio register their BLIPS 
transactions? 

Mr. Larson. We did not. 

Chairman CoLEMAN. Mr. Greenstein, did Quadra — at that time, 
you were Quadra — did you register the FLIP transactions with 
Pricewaterhouse Coopers? 

Mr. Greenstein. Yes, we did. We took registration very seriously 
and followed the advice of the tax advisor. 

Chairman CoLEMAN. Mr. Larson, did Presidio do some FLIP 
transactions? 

Mr. Larson. Yes, we did. 

Chairman COLEMAN. Did you register those? 

Mr. Larson. We did not. 
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Chairman COLEMAN. I will turn the questioning over to Senator 
Levin at this time, but there will be a second round. 

Senator Levin. Thank you. If you take a look at Exhibit 137,^ 
Mr. Larson, this is the memo that was written by Mr. Pfaff shortly 
before he left KPMG. When he wrote that memo, he went, as you 
have indicated, to join you at Presidio. You were partners with 
him. This is the road map that KPMG followed in its efforts to 
mass market tax shelters, or as Mr. Pfaff notes, develop a turnkey 
package tax product business and that Presidio was the instrument 
to do that. 

Now, Mr. Larson, was there a “Tax Advantaged Transaction 
Practice” at KPMG at the time that this memo was written, in July 
1997? Do you see that? There was a “Tax Advantaged Transaction 
Practice”? 

Mr. Larson. I do. There may have been an informal group that 
used that acronym, but I am not certain. 

Senator Levin. Well, you were there, weren’t you? 

Mr. Larson. Yes, but I think this was written 6 or 7 years ago. 

Senator Levin. So you are saying that — was it called TAT? 

Mr. Larson. KPMG loved acronyms and 

Senator Levin. Was it called TAT? 

Mr. Larson. I am not sure whether I remember a TAT group, 
although I see it referred to here. 

Senator Levin. All right. Were you part of a Tax Advantaged 
Transaction Practice, formal or informal, at KPMG? 

Mr. Larson. I was certainly part of a tax products — some infor- 
mal groups, yes. 

Senator Levin. But you are not familiar with the term Tax Ad- 
vantaged Transaction Practice? That is not something you remem- 
ber participating in at KPMG? 

Mr. Larson. I was personally assigned to the international tax 
services group during virtually my entire career. 

Senator Levin. Was there also this informal or formal group 
called Tax Advantaged Transaction Practice that you were part o^ 

Mr. Larson. I may have seen this acronym or name before or 
not. I don’t really recall. 

Senator Levin. All right. Were you part of the effort to complete 
the FLIP tax opinion before you left KPMG to go with Presidio? 

Mr. Larson. I was one of the people that worked on the initial 
opinion, yes. 

Senator Levin. Was FLIP designed primarily for tax reduction? 

Mr. Larson. I would say the FLIP was designed with two pur- 
poses in mind, one for the significant expected tax benefits, and 
second, to make money, for the investment possibility. 

Senator Levin. And was that true with other products, including 
BLIPS? 

Mr. Larson. Yes, that was. 

Senator Levin. The question then becomes as to whether the pri- 
mary purpose was the tax loss that was created or the possibility, 
which was indicated as remote, of making a profit, and that be- 
comes, of course, the whole issue. 


^See Exhibit No. 137 which appears in the Appendix on page 2735. 
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Now, take a look at page three of that Exhibit 137. “Logically,” 
Mr. Pfaff wrote, “we would simply issue an edict that any client 
with an imminent gain of a threshold amount,” large enough, in 
other words, “should contact the Tax Advantaged Transaction Prac- 
tice. However,” he wrote, “after reading this case called Colgate 
Palmolive, it appears that we cannot openly market tax results of 
an investment. Rather, our clients should he made aware of invest- 
ment opportunities that are imbued with both commercial reality 
and favorable tax results. Conversely, we cannot offer investments 
without running afoul of a myriad of firm and security rules. Ulti- 
mately, it was this dilemma that led me to the conclusion that I 
was in the wrong industry to play the role I enjoy the most, and 
hence, the firm’s need to align with the likes of a Presidio.” 

Now, this clearly shows that Mr. Pfaff and others at KPMG knew 
they were marketing tax advantaged products, that key court cases 
said that you can’t market tax shelters as such, so KPMG had to 
create a facade of investment around the tax advantaged products. 
And the investments that were part of these products were back- 
fitted, then, into the transactions after the tax schemes were 
worked out, simply to try to make it look like there was an invest- 
ment purpose to them. 

Now, if you take a look at Exhibit 137 from Mr. Pfaff, again, your 
partner, which you received a copy of, he talked about approaching 
only clients who had an “imminent gain.” Now, if this is an invest- 
ment strategy, why would you limit it to approaching clients that 
were confronting a gain? If its purpose, any significant purpose, 
was to make a profit, why wouldn’t you approach folks who would 
want to make a profit? 

Mr. Larson. I would say that that is consistent with the dual 
purpose of the transaction in that since we understood that one of 
the valuable aspects of this product was the hoped-for tax benefits, 
it would make sense that logical people to talk to about the com- 
bined package would be those who might be receptive to tax plan- 
ning. 

Senator Levin. But making a profit would run the other direc- 
tion. Then they would have to be sold another tax product to create 
a tax loss. 

Mr. Larson. I think that the two can certainly be reconciled, but 
you are correct that to the extent that you make a profit on one 
of these transactions, then your tax benefit shrinks, so I agree with 
that. 

Senator Levin. You had two cross-purposes here. 

Mr. Larson. To a degree. 

Senator Levin. Now, let us look at the financing of the BLIPS 
deals. This is Exhibit iAa.,i but there is a chart which I think we 
can put on here, page 7, that contains a typical BLIPS deal. You 
were the principal marketer of BLIPS, is that not correct? 

Mr. Larson. I am sorry, which exhibit? 

Senator Levin. That is Exhibit la., page 7. 

Mr. Larson. Excuse me. 

Senator Levin. Do I have that right? Is that the right number? 

Chairman COLEMAN. It is in the white book. 


^See Exhibit No. la. which appears in the Appendix on page 371. 
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Senator Levin. I am sorry, yes, in the white book. 

Mr. Larson. I don’t think the pages are numbered, so I am not 
sure what page you are on. 

Senator Levin. Well, just go through them and 

Mr. Larson. Yes. I see. 

Senator Levin. Now, you were a principal marketer of BLIPS, is 
that not correct? 

Mr. Larson. I was. 

Senator Levin. Now, why was it that the loan was initially taken 
out by the taxpayer? This so-called loan, this purported loan was 
initially taken out by the taxpayer and almost immediately as- 
signed to this other entity. Why was the loan just not made to the 
investment group directly? 

Mr. Larson. I think it could have been. 

Senator Levin. Well, the tax advantages would have been lost, 
wouldn’t they? 

Mr. Larson. Certainly one way of structuring this for the tax ad- 
vantage was to have the loan drawn down the way it was outside 
the partnership. 

Senator Levin. But if the loan were made directly to the partner- 
ship instead of to the taxpayer, there wouldn’t have been the tax 
benefit, right? There wouldn’t have been that premium. 

Mr. Larson. That is correct. 

Senator Levin. OK. So it had to go that way. Now, that is for 
tax reasons. The taxpayer’s capital contribution was 7 percent of 
the loss that was planned to be generated by the BLIPS trans- 
action, is that correct? 

Mr. Larson. That was normally the case. 

Senator Levin. And if you look at Exhibit 67,^ this is a page from 
the Deutsche Bank PowerPoint presentation on the BLIPS pro- 
gram. If you look at the last three lines on that page, it reads as 
follows. “Seven-point-seven percent of the premium amount will be 
held in full by Deutsche Bank until the LLC account is closed and 
the Deutsche Bank has a legal claim on that amount in the credit 
agreement.” Then it says the following. “The 7.7 percent will cover 
market risks, transaction costs, and DBSI fees.” 

I think that is fairly clear. So the 7.7 percent put in by the tax- 
payer in Presidio was the amount set aside and held by Deutsche 
Bank to cover the risks associated with any currency trades, trans- 
action costs, and Deutsche Bank fees. Now, would you not agree 
that within that 60-day period that the risk was limited to the cap- 
ital funds put up by the investor? 

Mr. Larson. Not exactly, no. 

Senator Levin. Was it true what you told our staff on October 
3, that the intent was that the maximum amount put at risk was 
the cash that the investor had contributed? Was that the intent? 

Mr. Larson. That was the expectation, but what I also told the 
staff, and I would say here now, is that there was always the possi- 
bility which we in the banks were aware of that something could 
go wrong and that there could be a catastrophic trading loss on the 
FX positions in excess of that amount. 


^See Exhibit No. 67 which appears in the Appendix on page 632. 
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Senator Levin. In the absence of a catastrophe, that was the in- 
tention. Did that ever happen, that catastrophe? 

Mr. Larson. It did not. 

Senator Levin. And in the case of every BLIPS transaction, the 
loss was no more than the amount that was put up by the tax- 
payer, is that correct? 

Mr. Larson. That is correct. 

Senator Levin. My time is up. Are we going to have another 
round? 

Chairman COLEMAN. Thank you. Senator Levin. 

Mr. Greenstein, according to your statement. Quadra is an in- 
vestment advisor in clients referred to you by KPMG? 

Mr. Greenstein. Pardon me? 

Chairman COLEMAN. Clients referred to you by KPMG in connec- 
tion with the transactions known as FLIP and OPIS, is that cor- 
rect? 

Mr. Greenstein. They were referred, and in many cases, KPMG 
was their financial advisor based on a power of attorney that the 
client had executed. 

Chairman COLEMAN. It is very clear that advisors cannot be in- 
volved in abusive tax shelters, you understood that? There is no 
question about that? 

Mr. Greenstein. Yes. 

Chairman CoLEMAN. You have KPMG advising a client, issuing 
opinions, and you are relying on those. Did Quadra ever take any 
steps to have an independent, uninterested account review the 
transactions to ensure that you were not engaging in anything that 
ran afoul of the tax laws? 

Mr. Greenstein. At that point, we knew of multiple unrelated 
premier tax advisory groups, both two accountants and two nation- 
ally recognized law firms, that had concluded the same tax issue, 
and at that point in time, KPMG and Price water house Coopers, 
had tens — potentially tens of thousands of tax professionals and we 
respected the opinion and the work that they did, and there was 
no need for us to look elsewhere. 

Chairman COLEMAN. What is your understanding of the require- 
ment that a promoter of a tax shelter register such transactions 
with the IRS? 

Mr. Greenstein. My understanding is very limited, and on that 
issue, we deferred aggressively to the tax advisor, be it KPMG or 
Price water house, for their conclusion on the matter. 

Chairman COLEMAN. Did you consider yourself to be a promoter 
of FLIP and OPIS under your understanding of the term? 

Mr. Greenstein. I don’t understand the legal definition of the 
term, and I know there is one. We were certainly involved on cer- 
tain marketing aspects, but I would say we were not the primary 
promoter. 

Chairman COLEMAN. You were involved in marketing? 

Mr. Greenstein. We were involved in describing the investment 
and structural aspects, yes. 

Chairman CoLEMAN. Now, for some or all of the FLIP and OPIS 
transactions that you engaged in with Pricewaterhouse Coopers, I 
think you indicated that you registered those transactions, is that 
correct? 
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Mr. Greenstein. I believe that to be the case, yes. 

Chairman Coleman. But it is my understanding that for the 
same transactions that Quadra engaged in with Quadra 

did not register those transactions. 

Mr. Greenstein. That is correct, under the guidance of KPMG. 

Chairman CoLEMAN. Did you ever talk to KPMG and say, hey, 
we are doing it for Pricewaterhouse, why not you? 

Mr. Greenstein. We did, yes. 

Chairman CoLEMAN. And the response? 

Mr. Greenstein. We have done our analysis and it is our opinion 
that it does not need to be registered and we will not be registering 
it, they told us. 

Chairman COLEMAN. You weren’t uncomfortable with that? 

Mr. Greenstein. We weren’t uncomfortable because it was com- 
mon certainly in the investment world for two well-respected orga- 
nizations to reach different conclusions on the same matter, and we 
had respect for the work that they did in this regard. 

Chairman COLEMAN. You know by not registering them, you are 
not bringing it to the attention of the IRS, right? 

Mr. Greenstein. I was aware of that, and again, I would stress 
how seriously we took the issue, because when PWC told us to reg- 
ister, we did register immediately. 

Chairman CoLEMAN. But felt you didn’t have to do it with KPMG 
because they told you that they didn’t want to do it? 

Mr. Greenstein. They told us that they concluded it did not 
need to be registered as a tax shelter. 

Chairman COLEMAN. Are you still involved in tax shelter trans- 
actions now, and that would be under, what is it, Quellos, because 
Quadra is no longer in existence? 

Mr. Greenstein. We always focus on maximizing a client’s after- 
tax investment objectives, so in some cases, a simple shelter could 
be using municipal bonds. So that term, broadly defined, we are al- 
ways trying to do that. But in terms of the types of strategies that 
we are talking about here today, no, we are not involved. 

Chairman CoLEMAN. Help me understand. I have to say, with 
Presidio, it is very clear. They knew BLIPS was a 60-day trans- 
action. It was very clear what the purpose was. I don’t have the 
paper trail, I must say, Mr. Greenstein, with you, but I have got 
to believe at the time you were doing this, was there any red light 
that went on? Pricewaterhouse says register and KPMG says don’t 
register. Isn’t there any red light that went on and said, hey, we 
may be involved in something here that is just not right? 

Mr. Greenstein. Again, from our perspective, it was not uncom- 
mon for two well-respected firms, after thorough research, to come 
to different conclusions and we would see that all the time in the 
investment world where one well-respected group might say a stock 
is going up and someone else is saying it is going down, looking at 
the same facts. So no, it was not unusual to receive different opin- 
ions. 

Chairman CoLEMAN. Senator Levin. 

Senator Levin. Mr. Larson, I think you have already testified 
that none of the BLIPS taxpayers, the folks who bought BLIPS, 
made a profit, is that correct? 

Mr. Larson. That is correct. 
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Senator Levin. Is it then true that it was unlikely, based on that 
experience, that investors would earn a pre-tax profit? 

Mr. Larson. Based on our expectation and observation of the for- 
eign currency markets, and in particular the situation in 1999 with 
Argentina, we were expecting a devaluation of the Argentina peso 
at any time and, hence, it was our expectation that very significant 
profits would be forthcoming. Did we know exactly when Argentina 
was going to devalue? No, we did not, although within ab^out 12 
months, after additional support by the International Monetary 
Fund eventually failed, Argentina did, in fact, devalue. But we 
were a little ahead of ourselves. 

Senator Levin. So that taxpayers who bought BLIPS — taxpayer 
after taxpayer after taxpayer — how many were there? 

Mr. Larson. I believe we did about 65 

Senator Levin. Sixty-five 

Mr. Larson [continuing]. Or 70. 

Senator Levin. And every single one of them did not get a profit 
on the investment. They all made out as they should not have 
made out in terms of the tax loss, that they made huge gains in 
terms of their tax losses. But in terms of that investment of that 
7 percent, over 60 in a row did not make a profit, right? 

Mr. Larson. Many of those were going on simultaneously. 

Senator Levin. But 60 of them did not make a profit? 

Mr. Larson. That is correct. 

Senator Levin. And yet you represented that there was still the 
reasonable opportunity to make a profit? 

Mr. Larson. Yes, we did. 

Senator Levin. Now finally, in terms of your fee. Exhibit 121 ^ 
has at the bottom an e-mail from Kerry Bratton at Presidio. The 
title of the e-mail message here is, “Regarding BLIPS, seven per- 
cent.” And as her message states — is Kerry Bratton a man or a 
woman? 

Mr. Larson. She is a she. 

Senator Levin. As her message states, the e-mail shows how in 
a typical BLIPS deal the 7 percent put in by the taxpayer gets di- 
vided up, and here is what the typical deal does. Ten percent of the 
taxpayer’s money, 0.7 percent, in other words, went to currency 
trading losses. Most of the 7 percent, as a matter of fact, 5.5 per- 
cent of the 7 percent, went to the fees — your fees, the bank’s fees, 
KPMG’s fees. So only a small part of the taxpayer’s funds went to 
the currency transactions, is that correct, went to pay the losses on 
the currency transactions? Most of that 7 percent went for fees? 

Mr. Larson. In her example, yes. 

Senator Levin. Not in her example, typically. They were typical. 

Mr. Larson. Yes. 

Senator Levin. OK. So that was the typical breakdown of the 7 
percent? Was she right? 

Mr. Larson. Actually, I think she left out the financing cost on 
the loan. 

Senator Levin. Well, it says here the breakout for a typical deal 
is as follows. Do you see that in the middle of that page 

Mr. Larson. I do. 


^See Exhibit No. 121 which appears in the Appendix on page 2701. 
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Senator Levin. OK. Was this a typical breakout? 

Mr. Larson. I would say yes. 

Senator Levin. OK. Now, the bottom line, then, is this, that the 
greater the loss, the greater the fees that you would receive, is that 
true? 

Mr. Larson. Correct. 

Senator Levin. Your fee wasn’t part of the profit. It wasn’t based 
on profit. 

Mr. Larson. Actually, excuse me. Greater — which loss, the tax 
loss or 

Senator Levin. Yes. Is that right? The greater the loss that this 
taxpayer had in this deal, this paper loss, the greater your fee, is 
that correct? 

Mr. Larson. I think our — the advisory fee, I believe was charged 
as a percentage of the assets under management inside the stra- 
tegic investment funds. 

Senator Levin. And that typically was the premium? 

Mr. Larson. Yes, correct. 

Senator Levin. All right. And that premium was the same as the 
loss, is that correct, to the taxpayer? 

Mr. Larson. It would be close 

Senator Levin. Close enough? 

Mr. Larson. Yes. 

Senator Levin. And the greater that loss would be, the greater 
your premium would be, the greater your fee would be, is that not 
correct? 

Mr. Larson. That is correct. 

Senator Levin. Your fee was not based on profit from an invest- 
ment, is that correct? 

Mr. Larson. That is correct. 

Senator Levin. Your fee was based on what that loss would be 
to the taxpayer, is that correct? 

Mr. Larson. Correct. 

Senator Levin. And the greater the loss, the greater your fee? 

Mr. Larson. I agree. 

Senator Levin. If anything demonstrates the purpose of this 
whole transaction simply — I think all these other documents prove 
it as well — but it is that the whole structure of the fees that went 
to the folks who cooked up this tax transaction was that the tax 
loss which the taxpayer achieved would determine the fee, and the 
greater the loss, the greater your fee. That, it seems to me, drama- 
tizes what this is all about. 

I am not going to ask you to respond because I think you would 
probably give me some rhetoric about profit was possible and there 
was always a possibility that something would happen. But just 
strip away all of the gobbledy-gook and just take a look at how the 
fees of the folks who designed this tax shelter were achieved, and 
the fees were based on the loss to the taxpayer and the fees in- 
creased as the losses increased. They weren’t related to the profit 
for obvious reasons. There were no profits. None were expected. In 
fact, if it were based on profits, there wouldn’t have been any fees. 

I just have one more question of Mr. Greenstein, Mr. Chairman. 
I don’t know if you want to 
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Chairman CoLEMAN. No, we are not going to have another 
round. I was going to make a comment, and I would give you an 
opportunity to make the last comment, the last question. Senator. 
I just wanted to make sure — I never did too well in math and I just 
want to make sure we understand this, because we have talked a 
lot about the taxpayer didn’t make a profit and generated a loss, 
and so if you are short-selling Argentine pesos and there isn’t a ca- 
tastrophe, in fact, none of these taxpayers made a profit. They 
made a loss. 

But the loss we are talking about here is not the loss in the 
transactions about pesos. The loss is when you set this deal up, if 
you got a $50 million loan, you got a $20 million premium. The loss 
is the loss you are going to write off when you cash out after 60 
days of $20 million. So I don’t want to be confused then, right. The 
loss is not the loss that the transaction — your fee is not a percent- 
age of what was lost in the Argentina peso transaction. Your fee 
is a percentage of what the taxpayer was able to write off, is that 
correct? 

Senator Levin. Is that a yes? 

Chairman CoLEMAN. Is that a yes? 

Mr. Larson. Yes. 

Chairman CoLEMAN. Senator Levin. 

Senator Levin. Just one question, Mr. Greenstein. I don’t have 
the exhibit handy. Perhaps my staff can get it. But you basically 
were told, were you not, by KPMG that whether or not you reg- 
istered the FLIP was your decision? 

Mr. Greenstein. They did mention that to us and we deferred 
again to their decision, viewing them as the primary promoter, that 
if they decided that it did not need to be registered for themselves 
that we would go with that assessment. 

Senator Levin. And then you wrote them in Exhibit 135,^ I be- 
lieve, on the last page — excuse me, they wrote you. Gregg Ritchie 
wrote you that the analysis of the tax shelter registration require- 
ments which may be applicable to Quadra must be made by your 
firm in conjunction with your own tax counsel. You didn’t do that, 
did you? 

Mr. Greenstein. We did not, and I think this letter was — they 
had communicated other things to us different than what this let- 
ter said and I think this was to absolve them of any liability that 
they may have for our decision. 

Senator Levin. Do you know what CYA means? 

Mr. Greenstein. Yes, sir. [Laughter.] 

Senator Levin. Was this a CYA letter, in your judgment? 

Mr. Greenstein. I believe it was. 

Senator Levin. Thank you, Mr. Chairman. 

Chairman CoLEMAN. Thank you. The witnesses are excused. 

I would now like to welcome our last panel to today’s important 
hearing: The Honorable Mark Everson, Commissioner at the Inter- 
nal Revenue Service; William McDonough, Chairman of the Public 
Company Accounting Oversight Board; and Richard Spillenkothen, 
Director of Banking Supervision and Regulation of the Federal Re- 


^ See Exhibit No. 135 which appears in the Appendix on page 2729. 
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serve. I thank each of you for your attendance at today’s hearing 
and look forward to hearing your testimony. 

Before we begin, pursuant to Rule 6, all witnesses who testify be- 
fore the Subcommittee are required to be sworn. At this time, I 
would ask you to please stand and raise your right hand. 

Do you swear that the testimony you give before the Sub- 
committee will be the truth, the whole truth, and nothing but the 
truth, so help you, God? 

Mr. Everson. I do. 

Mr. McDonough. I do. 

Mr. Spillenkothen. I do. 

Chairman CoLEMAN. As you would have heard from the earlier 
panels, we would like all statements to be 5 minutes. Your entire 
written statement will be entered as part of the permanent record. 

Mr. Everson, we will have you go first this morning, followed by 
Mr. McDonough, and finish up with Mr. Spillenkothen. After we 
have heard all your testimony, we will proceed to questions. You 
may proceed, Mr. Everson. 

TESTIMONY OF MARK EVERSON/ COMMISSIONER, INTERNAL 
REVENUE SERVICE, WASHINGTON, DC 

Mr. Everson. Thank you. Good morning, Mr. Chairman and 
Senator Levin. I commend you for your interest in this important 
subject of abusive tax shelters. 

Abusive tax avoidance transactions have a corrosive influence on 
our tax administration system and the very rule of law itself Sen- 
ator Grassley recently noted, “The IRS should be able to enforce 
the tax code and respect taxpayer rights at the same time. We can’t 
have people abusing the tax code and we can’t have the IRS abus- 
ing taxpayers. It is as simple as that.” 

I agree. The IRS must demonstrate and execute a balanced 
approach of service and enforcement if taxpayers are to remain 
faithful to our system of self-assessment, and we can’t allow manip- 
ulation of the tax system through abusive shelters to undermine 
taxpayers’ faith that if they pay their share of taxes, others will, 
as well. 

I would like to mention four factors which I believe have contrib- 
uted to the proliferation of abusive tax shelters and are depicted 
on that chart. 2 

First, the complexity of the tax code. Abusive tax avoidance 
transactions are designed to take advantage of the complexity of 
the tax code to obtain benefits that Congress never intended. Com- 
plexity becomes the shelter promoters’ camouflage. Promoters hope 
that both the taxpayer and the IRS will be confused by a shelter’s 
complexity, while the transaction’s apparent viability is bolstered 
by legal opinions secured from reputable law firms. 

To address this complexity, the Treasury Department and the 
IRS have significantly increased and accelerated the issuance of 
published guidance concerning potentially abusive transactions and 
the IRS has vigorously pursued compliance with the promoter reg- 


^The prepared statement of Mr. Everson with an attached chart appears in the Appendix on 
page 338. 

2 Chart entitled “Son of Boss Promoter Relationships” attached to Commissioner Everson’s 
prepared statement which appears in the Appendix on page 348. 
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istration, list maintenance, and disclosure rules. These measures 
complement our increased examinations of tax shelters in taxpayer 
returns. 

Second, the cozy relationship among sophisticated promoters. 
You have identified the relationships that exist among the various 
promoters and facilitators who peddle abusive tax transactions. I 
would like to draw your attention to this chart, which depicts pro- 
moter relationships for just one type of transaction, in this case, 
the Son of Boss. 

The chart shows the reinforcing network of commercial interests 
that design, develop, and market these sophisticated products, in- 
cluding investment advisors, CPA firms, law firms, banks, and bro- 
kers. At the bottom, the chart indicates the linkages of these play- 
ers to other tax shelter products of concern to the IRS. 

The IRS is currently investigating over 100 promoters, including 
accounting firms, law firms, and financial institutions. Most have 
complied with our request for documents, but some have not, so in 
the last 6 months, the Department of Justice has filed summons 
enforcement actions against six of these promoters, including ac- 
counting firms and, for the first time, law firms. In addition, we 
are auditing thousands of individuals and corporations who have 
entered into questionable transactions. 

Third, the erosion in professional ethics. At my confirmation 
hearing last March, I stated that attorneys and accountants should 
be the pillars of our system of taxation, not the architects of its cir- 
cumvention. Based on what I have seen while on the job since May 
and what you have uncovered in your own investigation, I believe 
as strongly as ever in that statement. 

As you have learned some organizations have decided to turn 
away from the promotion of abusive tax shelters, have reached 
agreements with the IRS, and are moving on. That is good news. 
I believe it reflects a reassessment by these firms and an improve- 
ment in their professional ethics. Others, such as KPMG and Jen- 
kens and Gilchrist, remain in litigation with the IRS and have not 
yet complied with our legitimate document requests. 

Fourth, nominal penalties undermine the regulation of abusive 
transactions. The penalties that are currently on the books with re- 
spect to the promotion of abusive tax transactions constitute a 
nominal cost of doing business to organizations determined to gen- 
erate large fees by promoting abusive tax avoidance transactions. 
De minimis penalties are no more than a speed bump on a single- 
minded road to professional riches. 

Legislative proposals were announced in March 2002 to establish 
meaningful penalties for failure to comply with the promoter reg- 
istration, disclosure, and list maintenance requirements of the 
code. We need significantly increased penalties to hit the promoters 
who don’t get the message where it counts, in their wallets. 

Mr. Chairman, I want to assure you and Senator Levin that the 
problem of abusive tax transactions is and will remain a high pri- 
ority for the IRS. Thank you. 

Chairman COLEMAN. Thank you very much. Commissioner. 
Chairman McDonough. 
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TESTIMONY OF WILLIAM J. McDONOUGH,i CHAIRMAN, PUBLIC 

COMPANY ACCOUNTING OVERSIGHT BOARD, WASHINGTON, 

DC 

Mr. McDonough. Chairman Coleman, Ranking Member Senator 
Levin, and Members of the Subcommittee, I am pleased to appear 
before you today on behalf of the Public Company Accounting Over- 
sight Board, and I would like to begin by commending the Sub- 
committee’s investigation of the role of professional firms, including 
accounting firms, in the development and marketing of abusive tax 
shelters. Indeed, the evidence you have accumulated has served as 
a wake-up call that we all, whether corporate leader, legislator, or 
regulator, must heed. 

The financial scandals at Enron, Adelphia, WorldCom, Health- 
South, and elsewhere left the impression that public company fi- 
nancial reporting is not to be trusted and that professional advi- 
sors, including investment bankers, lawyers, and even a company’s 
independent auditors, will help unscrupulous executives cook the 
books. 

Congress responded to that breach of trust by enacting the Sar- 
banes-Oxley Act of 2002. That Act established the PCAOB and 
charged it with “overseefing] the audit of public companies that are 
subject to the securities laws, and related matters, in order to pro- 
tect the interests of investors and further the public interest in the 
preparation of informative, accurate, and independent audit re- 
ports.” 

To carry out that charge, the Act gives the Board significant 
powers over the practice of auditing the financial statements of 
public companies, including: To register public accounting firms 
that audit public companies; to inspect the audits and quality con- 
trols of such firms; to conduct investigations and disciplinary pro- 
ceedings; and to establish auditing quality control, ethics, inde- 
pendence, and other standards relating to the preparation of audit 
reports or issuers. 

Now, of course, much of the tax work done by accounting firms 
falls outside of the audit-oriented focus that Congress has assigned 
to the PCAOB. Nevertheless, the PCAOB has a variety of tools that 
may help address some of the problems caused by those abusive 
tax shelters that are designed to make financial statements look 
better. 

First, the Board will be conducting a program of annual inspec- 
tions of the largest registered firms’ audits of public companies’ fi- 
nancial statements and triennial inspections of smaller registered 
firms. In those inspections, we will conduct reviews of engagement 
work papers, which will put us in a position to identify and exam- 
ine how firms audit questionable, tax-oriented transactions that 
are reflected in public companies’ financial statements. We will also 
look for auditors’ involvement in structuring such transactions for 
public company audit clients. 

Because we are only beginning our inspections program, we can- 
not today assess the current extent of promotion and use of cor- 
porate tax shelters and products to public company audit clients. 
We will, however, scrutinize the accounting and presentation of the 


^The prepared statement of Mr. McDonough appears in the Appendix on page 349. 
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transactions that we discover through our inspections program, 
specifically through our reviews of selected audit engagements. 

In addition, by looking at auditor compensation, promotion, and 
retention, our inspections will identify a firm’s policies and prac- 
tices that create incentives for firm audit personnel to promote 
such transactions to their public company clients. 

Therefore, while existing laws and regulations may not ban audi- 
tors from promoting and giving tax opinions on such transactions 
to their audit clients, both auditors and public companies should 
expect heightened scrutiny of such transactions. The prospect of 
that scrutiny may give pause to corporate management, audit com- 
mittees, and auditors that may consider such transactions. 

Second, through our authority to discipline registered firms and 
associated persons, we may impose stiff penalties for failing to ade- 
quately and impartially audit such transactions undertaken by 
public companies. 

Finally, the Board has the authority to commence a standard-set- 
ting project to address at least a part of the problem. Specifically, 
the Board has authority to add to the statutory list of non-audit 
services that a registered firm may not provide to audit clients. 
Such regulation, of course, would not prohibit a registered firm 
from selling tax shelters to non-audit clients. 

The Board also has the authority to develop and impose addi- 
tional auditing procedures. While ferreting out tax avoidance is not 
directly within our purview, auditors ought to follow appropriate 
standards for identifying and auditing transactions whose main 
purpose is to create the impression of enhanced earnings in the fi- 
nancial statements. 

Congress gave the PCAOB the responsibility and the tools to 
build a new future for auditing through independent standard set- 
ting, registration inspection, investigations, and discipline. As we 
move forward to employ those tools in the public interest, my fel- 
low Board members and I look forward to a long and constructive 
relationship with this Subcommittee. Thank you. 

Chairman COLEMAN. Thank you. Chairman McDonough. Mr. 
Spillenkothen. 

TESTIMONY OF RICHARD SPILLENKOTHEN,! DIRECTOR, DIVI- 
SION OF BANKING SUPERVISION AND REGULATION, THE 

FEDERAL RESERVE, WASHINGTON, DC 

Mr. Spillenkothen. I, too, thank you, Mr. Chairman, for the op- 
portunity to testify today on the Federal Reserve’s continuing ef- 
forts to advance corporate governance, risk management, and inter- 
nal controls at banking organizations. 

Numerous corporate governance and legal compliance failings 
over the last 2 years, including those delineated by this Sub- 
committee, highlight once again the critical need for effective risk 
management and internal controls to guide firms’, both banks’ and 
commercial firms’, business practices and activities. 

Federal Reserve staff have not reviewed the specific tax struc- 
tures that I understand to be the focus of today’s hearings, and as 
you know, bank supervisors are not tax experts nor are they re- 


^The prepared statement of Mr. Spillenkothen appears in the Appendix on page 361. 
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sponsible for the oversight of tax compliance by banking organiza- 
tions or their customers. 

However, I appreciate the opportunity to talk to you today about 
our supervisory requirements and expectations for banks involved 
in complex transactions and about some of the steps we have taken 
to address banks’ risk management and internal control infrastruc- 
tures. 

At the outset, I should point out that the primary focus of the 
Federal Reserve’s supervision is promoting an institution’s safety 
and soundness, as well as compliance with banking and consumer 
laws and regulations in a way that protects depositors, the FDIC 
insurance fund, and the rights of consumers. 

Some basic principles and expectations for banking organizations 
guide our work in assessing business activities and risks, including 
banks’ involvement in complex structured transactions. 

First, and obviously most important, banking organizations must 
obey the law. They must have policies and procedures in place to 
ensure compliance with all laws and regulations and that they are 
not knowingly facilitating illegal activities by their customers or 
business associates. Banks should not engage in borderline trans- 
actions that are likely to result in significant reputational or oper- 
ational risk to the organization. 

Second, banks should perform thorough due diligence on the 
transactions or business activities that they are involved in and 
check with key legal, accounting, and tax authorities within their 
organizations, as well as independent third party experts, when ap- 
propriate. Banking organizations ordinarily should not be held le- 
gally responsible for the judgments, actions, or malfeasance of their 
customers or third party professional advisors. Such an expectation 
would require banks to assume management responsibilities out- 
side their span of control, create potential legal liabilities that 
would compromise their ability to perform as financial inter- 
mediaries, or threaten their safety and soundness, and place addi- 
tional significant cost on banking organizations. 

Finally, banking organizations must recognize that although they 
are not directly accountable for the actions of their customers or 
third party legal and accounting professionals, to the extent that 
their names or products are implicitly associated with misconduct 
by those parties, additional legal and reputational risks may arise. 

With these principles in mind and in light of recent events of the 
last couple of years, the Federal Reserve has taken steps to en- 
hance the supervision of complex structured transactions and re- 
fine its supervisory programs. 

During the past year, we have conducted special reviews of bank- 
ing organizations engaged in complex structured transactions. 
Where we have found deficiencies, we have been clear on the need 
for banks to develop effective internal controls that comprehen- 
sively assess the risks associated with legal compliance. Formal 
Enron-related supervisory enforcement actions taken publicly by 
the Federal Reserve last summer underscore the expectations of 
bank supervisors on the need for banks to address internal weak- 
nesses relating to complex structured transactions. 

In addition to these efforts, we are working with our colleagues 
at the other bank agencies and the SEC to develop supervisory 
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guidance on appropriate controls and risk management systems 
pertaining to complex structured transactions, including those that 
may have a tax component or dimension. During this period, we 
have increased our supervisory emphasis on the management of 
legal and reputational risks. 

We are focusing increased attention on the adequacy of new 
product approval processes, the management of large or highly 
profitable customer relationships, and controls over the use of spe- 
cial purpose entities. Examiners are also stepping up efforts to re- 
view corporate governance and internal control infrastructures, in- 
cluding board and management oversight, corporate-wide compli- 
ance activities, and internal audit functions. 

Banks appear to be responding to the lessons of recent years and 
the actions of supervisors. They are implementing better processes 
for subjecting transactions with heightened risk profiles to addi- 
tional levels of scrutiny. This includes more thorough written poli- 
cies and procedures, as well as processes for due diligence reviews 
by appropriate internal control functions, including accounting, 
legal, tax, prior to the execution of more complex or risky trans- 
actions. Most organizations have established new or reconstituted 
senior-level review committees and have fortified their new product 
approval processes. 

Firms have also increased staff training around the identification 
and control of legal and reputational risks. Where necessary, banks 
should continue to strengthen these systems and bank manage- 
ment must work to ensure that the new processes are effective over 
time. 

In closing, supervisors will continue to focus on risk management 
and control processes in order to foster safety and soundness, fi- 
nancial stability, and compliance with applicable laws and regula- 
tions. Supervisory activities will reinforce recent actions taken by 
banks to address weaknesses, and where necessary, supervisors 
will take appropriate corrective and enforcement action. 

Of course, no system of official oversight is failsafe and super- 
visors cannot detect and prevent all control or management fail- 
ures. However, strong and effective supervision, including the use 
of supervisory enforcement tools, management steps to strengthen 
corporate governance, risk management, and internal control infra- 
structures, and the incentives provided by marketplace discipline 
can contribute to better compliance and continued improvements in 
management of legal and reputational risks. 

Chairman COLEMAN. I would ask you to summarize. 

Mr. Spillenkothen. Thank you. I am finished, Mr. Chairman, 
and I would be happy to attempt to answer any questions you 
have. 

Chairman COLEMAN. Thank you very much, Mr. Spillenkothen. 

Let me just kind of go in reverse order here. Did you have a 
chance, Mr. Spillenkothen, to listen to the testimony today? 

Mr. Spillenkothen. I did not have a chance to listen to all of 
it, Mr. Chairman. I tried to stay involved in some of it, but not all 
of it. 

Chairman Coleman. If I can do a very brief summary, basically 
we have a situation where banks are issuing loans for these BLIPS, 
FLIP, and OPTS transactions, issuing loans ostensibly for 7-year 
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periods but clearly being informed that these folks are getting out 
in 60 days. There is a premium piece in the loan structure, that 
when it is then part of an investment package, of which, by the 
way, very little is at risk, when it is pulled out, the investor claims 
loss. So you have folks, in effect, putting in very little. And, by the 
way, all these bank loans are collateralized at 101 percent. 

So these are clearly tax shelters. There is no question about 
them. These are not 7-year high-interest loans, they are 60-day 
deals, in and out. And yet the banks’ basic assertion is, well, we 
are not tax experts. We relied upon the KPMGs of the world. 

Do you see any problems with that kind of operation? 

Mr. Spillenkothen. Mr. Chairman, I have not had a chance to 
look at the specifics of these transactions and so I would be reluc- 
tant to try to opine on them. 

Chairman COLEMAN. I am not asking you to opine on the trans- 
action. I am asking you to opine on the actions of the bank. I mean, 
how much more do they have to know? 

Mr. Spillenkothen. I think banks, as I tried to say, need to 
have internal systems to make sure that they are in compliance 
with all laws, including tax laws. I think the lesson of the last cou- 
ple of years, which I think many banks have learned in part 
through the assistance of this Subcommittee and other market 
events, is that banks should avoid borderline transactions or trans- 
actions that have a high probability of resulting in legal problems 
or significant reputational risk. Banks need to ensure that they 
have systems in place to comply with the law, and ensure that they 
are not facilitating illegal activities by outside third parties. 

Chairman COLEMAN. One of the kind of common denominators of 
all these transactions is that they are not registered. In some cases, 
they are limiting the scope of them. They are geographically dis- 
tributing them, keeping everything below the radar. Talk to me 
about expanding reporting requirements in a way that would allow 
IRS to identify loans that are being used for questionable tax shel- 
ters. Can you talk to me about that imposing burdensome addi- 
tional costs? How would you evaluate the efficacy and cost impact 
of such requirements? Mr. Spillenkothen. 

Mr. Spillenkothen. Well, I think whenever you impose addi- 
tional reporting requirements, there is potential burden, but one of 
the things that you have to do when you are developing reporting 
requirements is to be able to define what you are trying to collect 
information on. You have to be able to define the activity or trans- 
actions that you are trying to collect information on. I would leave 
it to my colleagues at other agencies, the IRS, to describe and deal 
with how you would define some of these things, but a clearly im- 
portant element of getting reporting is to be able to define what ac- 
tivities one is trying to collect information on. 

Chairman CoLEMAN. Commissioner Everson, how do you react to 
the IRS being described as a toothless paper tiger? 

Mr. Everson. I am sure that everyone who has come before this 
Subcommittee or before the Finance Committee in the hearing sev- 
eral weeks ago would not agree with that characterization, given 
their current problems. But I think what you are perhaps sug- 
gesting is that there has been concern that we need to have in- 
creased tools to do our job and perhaps more resources. 
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I will comment on both of these areas, I have mentioned the pen- 
alties. I think the penalties are central to assuring that we learn 
what is going on in this whole arena. The question you just asked 
to my colleague gets to getting information from yet another 
source. If we can just get the information from the practitioners 
and from the taxpayers themselves, I think that will be very help- 
ful. 

In terms of the resource question, I would point out both you and 
Senator Levin have spoken to this question most recently in your 
speech in New York. We are not an agency that gets topped up in 
the appropriations process. Yet again, we are sitting with a mark 
before the Senate right now that is $245 million below the Presi- 
dent’s request, and this is something that has happened under Re- 
publican Presidents, Democratic Presidents, Republican Con- 
gresses, and Democratic Congresses. We tend to fall short. 

This is compounded in this case, because some 70 percent of our 
costs are personnel related and the pay raise is 2 percent greater 
than was budgeted. So we are more squeezed. And if there is an 
across-the-board non-defense, non-homeland recision of a percent or 
two on discretionary spending, that will cause further problems 
that are very significant for us. 

So in this area, the first thing I would like to see is for the fund- 
ing request to be honored. 

Chairman COLEMAN. I think one of the concerns in dealing with 
the IRS is always about focus. I know you have the server, the wait 
person who worried about getting audited for her tips. You have 
the small business person worried about getting audited for what- 
ever. And we are sitting at this hearing here and we are hearing 
about, over 6 years, $80-something billion potentially lost to tax- 
payers and the IRS being a toothless paper tiger in regard to these 
kinds of transactions. So I would say the issue is focus and what 
the policy makers would want to say is, yes, we are going to focus 
on those things that generate maximum return for the people who 
are massively committing tax fraud. 

Mr. Everson. I agree with that 100 percent, and in fact, if you 
look at the request that the President made for the 2004 budget, 
he did provide for additional funds particularly in this area. The 
first priority of the budget request was to devote more enforcement 
resources to high-end taxpayers and to address these corporate 
shelters, and we are prioritizing. 

We have shifted over a lot of our resources into this area, as the 
GAO and others have noted, in tracking all of our efforts, which in- 
clude, as I mentioned, accelerating guidance. It includes enhance- 
ment of audits. We have got thousands of audits working right now 
for the taxpayers, businesses, and individuals alike in this area, in- 
cluding criminal investigations. 

We are also extending our leverage and our reach. We have 
reached an agreement with 42 States around the country. I think 
you heard testimony from the State of California about this agree- 
ment. We are sharing information, jointly managing the caseload. 
Already, California has given us information, for instance, that 
gave us new participants in one of the shelters we are inves- 
tigating. So we are really trying to provide the focus to this subject 
that you have suggested is appropriate. 



136 


Chairman COLEMAN. Just for me to try to get a sense of the 
scope of this, from your perspective, there was an article, I believe, 
in American Lawyer entitled “Still in the Shadows,” October 1, 
2003. It says, “as of June 2002, according to the IRS, 186 people 
had avoided $4.4 billion in taxes from BLIPS transactions. Another 
57 people had avoided $1.4 billion from FLIP and OPTS.” Are these 
numbers accurate, to the best of your knowledge? 

Mr. Everson. I won’t comment on particular numbers because 
the way some of these transactions are tracked by the originator 
of the transaction are a little bit different from the way we track 
them, sir. But overall, clearly, this problem runs into the billions 
of dollars. 

The difficulty here, if you will, is that there are potentially abu- 
sive transactions, families of transactions that we have identified. 
We have already listed over two dozen of them. There are general 
criteria based on the amount of tax avoided vis-a-vis the invest- 
ment, the same kinds of questions you have been asking, that also 
compel disclosure. And clearly, some of those disclosure require- 
ments are now just coming into effect for the tax year, calendar 
year 2003. We will see a lot of that information next year. But this 
problem runs into the billions of dollars. 

Chairman CoLEMAN. And there are a range of these, COBRA, 
BOSS, Son of Boss, and other things that you laid out. 

Mr. Everson. Yes, sir. 

Chairman COLEMAN. One other question and then I will turn it 
over to my colleague, and there will be a second round. I have 
other questions I want to get to. 

I am concerned about the finger pointing that we saw here in re- 
gard to reporting, almost as if there was some lack of clear, com- 
mon definition. Ernst & Young says, or PWC says we should report 
FLIP, but KPMG doesn’t. And then the advisors say, well, we are 
advised by these big accounting firms. It just seems obvious that 
the purpose of reporting — the ethical thing, the right thing to do 
is to give you notice and then people can make judgments about 
that. But there appears to be some legal basis or question, however 
questionable, that says you don’t have to report. How do you clarify 
that to make sure it is very clear that these kind of transactions 
have to be reported? 

Mr. Everson. I am not sure we need to clarify it. I do believe 
we need to increase the penalties so that the guidance which is al- 
ready out there and in law is taken seriously. 

Chairman COLEMAN. Switch, being the switch that you may use 
to hit somebody, that kind of switch. 

Mr. Everson. I hate to say it, but not everybody has approached 
this from a point of view of the first objective which is to comply 
with the law. 

Chairman CoLEMAN. I appreciate that. Senator Levin. 

Senator Levin. Let me first join you in welcoming our witnesses, 
thanking you for your work. It is critically important, and that is 
dramatized every day, but in 2 days of hearings here by what has 
been presented, pretty shocking, disturbing, sorry testimony. 

I also would urge you, if you haven’t had a chance, to read our 
staff report. It is an extraordinary report. I think perhaps your 
staffs have already had a chance to look at it, but in any event. 
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we would be interested in your comments on the factual material 
which is set forth in that report. Perhaps for the record, Mr. Chair- 
man, if it is appropriate, I would ask that they give us a comment 
about what they read in that report after they or their staffs have 
had a chance to do so. 

Chairman CoLEMAN. That request will be made and the answers 
will become part of the official record. 

Senator Levin. I thank you. 

First, Mr. Everson, the fines that you made reference to, I 
couldn’t a^ee with you more. The current fine structure is really 
absurd, a $1,000 fine. It is not even a slap on the wrist. It is a slap 
on the finger or a slap on a nail on the finger. It is nothing. It is 
not even a cost of doing business. It is nothing compared to the rip- 
off that is going on and the amount of money that is made by those 
rip-offs. 

So just looking here at Section 6700, a person who organizes or 
assists in the organization of a partnership, any investment plan, 
causes to make another person to make or furnish an arrangement 
which the person knows or has reason to know is false or fraudu- 
lent shall pay a penalty equal to $1,000. It might as well not be 
here. In fact, I would prefer it not be there. 

Mr. Everson. It is chump change. 

Senator Levin. Yes. What we have got to do is find a way to 
move in the direction that you have talked about, and I will be in- 
troducing a bill to do exactly that which will even go beyond what 
Senator Grassley and others have done, because what they do is 
take away part or all of the rip-off amount, but they don’t penalize 
people. 

So if somebody makes money they should not have made, a fee 
of $50 million, to say that you have to give back part of what you 
improperly got, or even all as the maximum penalty, which is what 
is in the other bill, seems to me isn’t truly a penalty. It just says, 
give part of your ill-begotten gain back to us, or pay it to the gov- 
ernment. It seems to me there has got to be a real penalty above 
and beyond what that person got improperly if we are going to 
really have a deterrent. 

But in any event, I welcome the comment that you made, be- 
cause we are going to need support to go at least as far as the 
Grassley bill and, I hope, beyond that. I happen to believe that, for 
instance, the promoter of these illegal schemes should pay the 
same as the taxpayer to whom they sold the illegal scheme, and if 
the taxpayer has to pay Uncle Sam $40 million because that is 
what they cheated Uncle Sam of, that the promoter of that tax 
scheme that resulted in that cheating pay the same amount. That 
will be a deterrent if we can go that far. That is a real deterrent. 

Again, I won’t ask you to comment on specific penalties, but I do 
hope you will take a look at these various approaches to penalties. 

Now, Commissioner Everson, let me ask you this question rel- 
ative to the enforcement problems that exist. Let us assume that 
the IRS gets wind of an illegal tax shelter, one that does not com- 
ply with Federal law, and it finds out that it is being promoted by 
a certain bank, a certain accounting firm, a certain investment ad- 
visory firm. Can the IRS tell the Federal Reserve about the bank’s 
involvement? 
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Mr. Everson. Senator, one of the very important premises of the 
tax code is the confidentiality of taxpayer information. We respect 
that and we think that is very important. One of the results of that 
standard is that we are precluded from sharing information with 
others unless it reaches a point where we take it over, say, to the 
Justice Department because it becomes a full-fledged criminal mat- 
ter. 

Senator Levin. If it is a crime that there is evidence of, you can 
take it to the FBI or the Justice Department, is that correct? 

Mr. Everson. We have a Criminal Investigations Division. If you 
may remember, they took care of A1 Capone some decades ago. 

Senator Levin. Right. 

Mr. Everson. They would do the work and then they would 
bring it over. After it is ready, it goes over to the Tax Division at 
Justice and they look at it and they make the determination, and 
we do work with other agencies, yes, exactly as we did in the 
Scruchie indictment last week in corporate governance. 

Senator Levin. But you cannot, for instance, share information 
about civil violations 

Mr. Everson. That is correct. 

Senator Levin [continuing]. With, for instance, the SEC relative 
to an investment advisor. You can’t do it with the Public Company 
Accounting Oversight Board relative to an accounting firm’s in- 
volvement, and you can’t do it with the Federal Reserve relative to 
a bank’s involvement, even though you think the law has been vio- 
lated, is that correct? 

Mr. Everson. That is correct. To use one of your examples, if my 
fellow panelist. Chairman of the Public Company Accounting Over- 
sight Board, if we are working on one of the firms, the accounting 
firms, and we have discovered or we believe that there is a pattern 
of abuse in this area, I can’t turn to Bill and say, you ought to con- 
sider this in your risk assessment and your approach as to how you 
are governing the agency. 

Likewise, we audit thousands of companies every year, and if we 
determine that 10 or 20 or whatever, some small percentage, are 
operating at the edge from a corporate governance point of view in 
the tax arena, we cannot originate a discussion with the SEC. 

I do believe that what you are putting your finger on is an impor- 
tant subject that merits discussion because it is a gap in the gov- 
ernance structure. I want to make clear, however, that I do not be- 
lieve in the routine sharing of individual tax return information. 
But in the case of some of these large corporations or the firms 
that you are discussing, I believe that there is a gap there that 
should be considered to be addressed. 

Senator Levin. I think we would welcome any thoughts, further 
comments that you have on that subject, and the same from our 
other witnesses. It is a very important subject. I agree with you. 
You don’t want any routine sharing here or else we are going to 
lose the great benefit, it seems to me, of our tax system, which is 
that we have got the confidence of taxpayers that they can pay 
their taxes and not worry about being turned over to the SEC, gen- 
erally, unless they are committing a crime, in which case they will 
be turned over to the FBI. But short of that, there is an under- 
standing among our taxpayers that is important to maintain. On 
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the other hand, you point out there is a gap here, which perhaps 
can be addressed in an appropriate way. 

The Federal Reserve has done a review of financial products and 
I just am wondering, who should be doing the same kind of review 
here of these tax shelters that you did of the financial products? 
It requires a review here, and I think if you have any of your staff 
that were here during this hearing or the Finance Committee hear- 
ings, I think you probably got more than a drift as to how deep and 
significant a problem that we have. 

I am just wondering, who would be the appropriate agency to do 
the same kind of review of these kind of tax shelters, the ones that 
do not have a business purpose but whose primary purpose is to 
create a tax deduction? Would that be the Federal Reserve, would 
it be the Oversight Board, or would it be the IRS, or all three of 
you, or the SEC? 

Mr. McDonough. Senator, we at the PCAOB would certainly 
think that we have a piece of the action. Anything that an account- 
ing firm is doing vis-a-vis its audit clients, we feel would fall within 
our purview and we would be, through our inspection process, pur- 
suing it very aggressively. 

Even in the area which is not our direct responsibility, that is, 
the activities of accounting firms with their non-audit clients, what 
we are saying to them is that their real task is to restore the faith 
of the American people in their profession, and if you are running 
a firm, well, the place to start is in restoring public confidence in 
your firm. 

What we are saying as a Board, and what I am saying as a rath- 
er outspoken Chairman of the Board, is if you really want the 
American people to restore their confidence in your profession, you 
should be very thoughtful about what kinds of products you are of- 
fering, and if it is likely to hurt the reputation of your firm or not 
rebuild the reputation of your firm, you shouldn’t be doing it, even 
if it is legal. 

Senator Levin. OK. Mr. Spillenkothen, can you make a commit- 
ment to us that you would work with the Accounting Board and 
with the IRS to make a thorough review of these kinds of trans- 
actions which spawn these abusive tax shelters? Could you give us 
that kind of commitment? 

Mr. Spillenkothen. Senator Levin, we have, as you indicated, 
in the last year looked at bank involvement in complex structured 
transactions, a subset of which is transactions that have a tax com- 
ponent. We have, in doing that, focused on the banks’ internal con- 
trols and systems for identifying risky or suspect transactions; for 
having internal checks and balances that involve review by inde- 
pendent tax accounting, and legal people; for escalating question- 
able transactions to appropriate decisionmakers, and for ensuring 
adequate documentation and controls. As I indicated in my state- 
ment, where we found some deficiencies, we have given feedback 
to organizations. We have also taken some formal enforcement ac- 
tions. 

So we have endeavored to focus on the risk management and in- 
ternal controls of these organizations and I think we have already 
reviewed these transactions and we have worked into our ongoing 
supervisory processes procedures to focus on complex structured 



140 


transactions. So I think we have tried to do that. We are working, 
as I indicated, on additional guidance that would provide risk man- 
agement guidance on structured transactions, including those that 
have a tax dimension to them. 

So we have focused on complex structured transactions. Obvi- 
ously, our expertise is not taxes and our focus is on safety and 
soundness and internal controls for compliance with all laws and 
regulations. 

Chairman COLEMAN. Thank you, Mr. Spillenkothen. 

Mr. McDonough, just a few things I would like to focus on. First, 
I totally agree in this post-Enron world, restoring confidence is ab- 
solutely critical. It is critical for the economy, critical obviously just 
on a personal level, you would think, for the firms involved. The 
question is, how do we do that and how do we ensure it and what 
role? 

My question, in part, is for you. The Public Company Accounting 
Oversight Board gets set up. Principally, you are looking at the 
quality of company audits, and the issues here that affect the rep- 
utation of these companies go beyond the audits. 

Mr. McDonough. Sure. 

Chairman COLEMAN. And I think we need more hands on deck 
in order to deal with this. I would hope that you would give some 
thought to how you can play a greater role in this. You have the 
bully pulpit, and that is important. You can remind people again 
and again. But beyond that, I just think the non-audit role of ac- 
counting firms today has certainly been called into great question, 
and though we have received a number — and I was certainly 
pleased to hear the companies come forth and say, we have 
changed our practice and changed our standards and changed per- 
sonnel, but is that enough? So I would just hope that you would 
give that thought. 

The other question, and I think you addressed it somewhat in 
your testimony but I would like to kind of go back over it. Senator 
Levin raised questions about the degree to which accounting firms 
should be allowed to offer tax advice to the offices and the directors 
of the companies they audit. We have got this whole issue of you 
are auditing and you are offering tax advice. Could you describe 
the Board’s current views on that subject? 

Mr. McDonough. Right. Well, as you are aware and as you have 
just said, Mr. Chairman, the accounting firms have long provided 
tax advice to their audit clients and both the Sarbanes-Oxley Act 
and what the SEC had to say in January in a rule continue to 
make that possible. 

But having said that, we will use our inspections to do as much 
as we conceivably can. We will watch for whenever firms put pres- 
sure on auditors to sell non-audit services, including tax services, 
to executives. We will get at this issue through our examination of 
auditor compensation and promotion practices, and when we find 
inappropriate influences that may have an effect on audit quality, 
we will call the firm to bear on it. 

Essentially, what we are trying to say is we want audit firms to 
reward really good, tough auditors for being good tough auditors, 
not for other stuff. If we see that they are rewarding auditors or 



141 


getting a little tax advice work or anything else, we will be very 
heavy-handed in our discussions with them. 

Chairman CoLEMAN. Getting back to one other of the kind of the 
non-audit functions that came into question here, and that is fee 
generated by the percentage of loss that could be written off, is 
there anything inherently questionable about that? Perhaps, Com- 
missioner, you might want to address this. Clearly, it raised red 
flags, it should have for the banks, it should have for the advisors, 
and certainly for the accounting firms. But is there anything inher- 
ently questionable about that and how would you deal with that 
issue in the future? 

Mr. Everson. One of the things that the Subcommittee report, 
and I have had a chance to read at least the summary of it, cor- 
rectly highlights is the revision in fee structures over time at the 
accounting firms, which I think has very much contributed to this 
decline in ethics. That is to say that instead of billing for time, they 
bill for value added. That is a change in the professional construct. 

When I started out in accounting, you had the investment banks. 
They took fees and they had a stake in the action and they took, 
in many of these transactions, commercial risk, whereas the law- 
yers and the accountants were compensated based on time. That 
has drifted and changed over the decades so that the incentive, if 
you will, to gain riches as a professional is to change the value cre- 
ation for the client. The last witness you had, the discussion you 
were having, in this case, it is not really value creation, it is value 
destruction from the government’s interest. That is a different con- 
struct for lawyers and accountants than what it once was and I 
don’t think it is a healthy one. 

Chairman COLEMAN. Chairman McDonough, would you respond 
to that? 

Mr. McDonough. Yes. I think it is clearly completely inappro- 
priate for such arrangements to exist between an accounting firm 
and its audit clients. You mentioned earlier that we have the bully 
pulpit to deal with the accounting firms in areas which do not in- 
volve audit clients. That is being used, if I may say so, Mr. Chair- 
man, very broadly and very effectively. 

I was down in Atlanta, Georgia, last night talking to the Georgia 
State Society of CPAs. I am spending a lot of my time out and I 
can tell you the message is very direct and it is not very subtle. 
It is, “we will have to have the accounting profession reach a new 
standard of culture, ethics, responsibility so they regain the con- 
fidence of the American people, and they can either do it volun- 
tarily, which is the best way, or if they don’t do it voluntarily, we 
will make them do it.” That is pretty direct. 

Chairman CoLEMAN. I appreciate those efforts, Mr. McDonough. 
Senator Levin. 

Senator Levin. Thank you. Mr. McDonough, you have indicated 
you are looking at adopting a national rule prohibiting the contin- 
gent fee. Is that where you are at? 

Mr. McDonough. I believe that all of the rules necessary to pro- 
hibit contingent fees for audit clients already exist. I will do a dou- 
ble-check and if they don’t, you can be very sure that we will be 
looking at any new audit standard setting or rulemaking we will 
need in the area, but I think it is already there. 
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Senator Levin. I think most States have it, but I don’t know that 
there is a national rule. But in any event, if you could double-check 
that 

Mr. McDonough. We will do that. 

Senator Levin [continuing]. And your commitment that it should 
be a national prohibition is helpful. 

Mr. McDonough. Yes. 

Senator Levin. Now, Senators Baucus, McCain, and I have intro- 
duced S. 1767, which would ban auditors from providing tax shelter 
services to clients that they audit. I am wondering whether you 
have had a chance to examine that legislation, and if so, what your 
reaction is to it. 

Mr. McDonough. Senator, I haven’t had an opportunity to re- 
view the legislation, but based on just the brief description you 
gave of it, it seems to me that it is highly unlikely that an account- 
ing firm could be giving an audit client tax shelter advice and not 
flunk the independence test. Independence, as you know, is an ab- 
solute requirement for an auditor to maintain in order to carry out 
his or her professional responsibilities. 

But even if permitted by the audit committee, which all tax work 
really has to be and should be, if it came into the area of actually 
recommending and advising tax shelters, I think it would be quite 
clear. We would have to look at it in the individual case, but ge- 
nerically, that auditor would be evaluating his or her own work 
and that would flunk the independence test. 

Senator Levin. That is what we are trying to get at and trying 
to prohibit — that exact activity, where the accountant is auditing 
his own product, his own work product. If you could take a look at 
that bill and give us a response to it, that would be very helpful. 

The only thing I really want to say in conclusion, if I could just 
take a minute here, Mr. Chairman, is that basically. Uncle Sam is 
getting ripped off by the promoters of sham transactions which 
produce tax deductions and tax losses as their principal goal. These 
are abusive. They are costing us perhaps $10 or $15 billion a year. 

We have had really an extraordinary staff report, and I want to 
thank my staff, and your staff has been very supportive, Mr. Chair- 
man, and I want to thank them for that support. 

The report that we have issued is probably the most detailed re- 
port on these sham transactions that we are aware of. In any 
event, it is a very disturbing picture. I think if the average tax- 
payer out there could somehow or other get through these com- 
plicated machinations, that the level of disgust and abhorrence 
would be so high that you as regulators and we as le^slators 
would be forced to take very strong, very urgent action against the 
people who promote these shelters. 

They are aided and abetted in that process by professionals. It 
is similar to what happened with Enron. Enron was the engine, but 
professionals, including banks, stockbrokers, and lawyers, aided 
and abetted Enron. It could not have happened without them. 

In this case, we have the aiders and abetters. We also have the 
engine here being the designers of the tax shelters who are profes- 
sional people. 

So we are going to do, I hope, everything that we can do legisla- 
tively to tighten up the law on economic substance, if necessary — 
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there is a bill which does that which has passed the Senate — to 
adopt penalties, I won’t say stricter penalties because I consider 
the ones that are in existence a joke and, for all intents and pur- 
poses, nonexistent, so adopt really tough penalties and real pen- 
alties for people who aid and abet these sham transactions which 
produce these tax shelters. 

The regulatory agencies that you represent are playing a critical 
role and we need you to work together to coordinate better, to use 
your resources in a targeted way, as I think our Chairman pointed 
out. 

But we also, frankly, need the professions to help clean up their 
own act. This is a pretty shameful exposition that we have wit- 
nessed here of professional failure. If it is a true profession, the im- 
morality that we have seen, the shocking testimony of purposeful 
deceptive transactions which have no real purpose other than to 
create a tax deduction should really shake up our professions. But 
I don’t think we can count on that, unhappily. Even if the top-level 
folks who run these professions adopt good codes of ethics and en- 
force them, there are still going to be those folks who will try to 
evade those codes of ethics, and for that we need regulators, and 
for that, we need tough penalties. 

I am determined to do whatever I can, and I know our Chairman 
joins me in this, to do whatever we can to put an end to the kind 
of abuses that we have seen dramatized this week. 

Thank you, Mr. Chairman. 

Chairman COLEMAN. Thank you. Senator Levin. Senator Levin, 
I want to also reiterate my commitment to doing what we need to 
do to make sure that these sham abusive transactions are a thing 
of the past. 

I do want to thank our staffs, and thank my staff for all the work 
they have done to catch up with all the work that your staff did. 
They did an extraordinary job. These are complex transactions and 
that is one of the challenges certainly the IRS has in dealing with 
them. But they are also pretty simple. I mean, you don’t need to 
be a rocket scientist to figure out if somebody made $20 million 
and somebody comes up to you and says, hey, we will get that as 
a loss and then you will not have to pay taxes, limit tax liability 
on it. The complexity is how you get from A to Z, but the concept 
is very simple. 

What struck me. Senator Levin, as I listened, where otherwise 
very bright, smart people, not just in the accounting firms but all 
the others involved who just turned a blind eye to what was so ob- 
vious, and to me, it was obvious. I think everybody knew what they 
were doing and what they did was wrong, and it is not just Uncle 
Sam that gets ripped off. It is the little guy. The fact that there 
is $85 billion less being paid into the government coffers over 6 
years means that those folks who are paying the taxes, doing the 
right thing, working hard, they are the ones who are really suf- 
fering and we have got to make sure that doesn’t happen. 

You have a lot of responsibility. You have a lot of challenges. We 
will certainly work with you and support your efforts. Clearly, I 
look forward to working with you. Senator Levin, on your legisla- 
tion and some of the recommendations proposed by the Commis- 
sioner. 
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Hopefully, what we saw was a thing of the past. I think we have 
a responsibility to make sure it doesn’t happen again. I fear that, 
in part, we are nowhere out of the high-flying 1990’s. We are not 
generating just barrels of cash anymore from all these transactions, 
and in part, that may be why the activity has slowed up. I do ac- 
cept the statements from the firms involved they have changed 
their ways, but the climate is different. 

I just want to make sure that — and I hope we get back to the 
economy rolling. I don’t want to get back to the ethical standards 
or the lack thereof, but when we get back to the economy rolling, 
I just want to make sure that if that should happen, that we don’t 
face the same problems. That is our challenge and we will do ev- 
erything we can to make sure it doesn’t happen and still do the 
things we can to promote growth and promote economy and pro- 
mote opportunity in this country. 

Before adjourning, I would like to add for the record a written 
statement submitted by Tom Lopez, the Chief Investment Officer 
with the Fire and Police Pension System of Los Angeles. ^ 

With that, this hearing is adjourned. 

[Whereupon, at 1:10 p.m., the Subcommittee was adjourned.] 


^The prepared statement of Mr. Lopez appears in the Appendix as Exhibit No. 153 on page 
3016. 



APPENDIX 

U.S. TAX SHELTER INDUSTRY: 

THE ROLE OF ACCOUNTANTS, LAWYERS, 
AND FINANCIAL PROFESSIONALS 


FOUR KPMG CASE STUDIES: FLIP, OPIS, BLIPS, AND SC2 
I. Introduction 

In 2002, the U.S. Senate Permanent Subcommittee on Investiga- 
tions of the Committee on Governmental Affairs, at the direction 
of Senator Carl Levin, then its Chairman, initiated an in-depth in- 
vestigation into the development, marketing, and implementation 
of abusive tax shelters by professional organizations such as ac- 
counting firms, banks, investment advisors, and law firms. The in- 
formation in this Report is based upon the ensuing bipartisan in- 
vestigation conducted jointly by the Subcommittee’s Democratic 
and Republican staffs, with the support of Subcommittee Chairman 
Norm Coleman. 

During the course of its investigation, the Subcommittee issued 
numerous subpoenas and document requests, and the Sub- 
committee staff reviewed over 235 boxes, and several electronic 
compact disks, containing hundreds of thousands of pages of docu- 
ments, including tax product descriptions, marketing material, 
transactional documents, manuals, memoranda, correspondence, 
and electronic mail. The Subcommittee staff also conducted numer- 
ous, lengthy interviews with representatives of accounting firms, 
banks, investment advisory firms, and law firms. In addition, the 
Subcommittee staff reviewed numerous statutes, regulations, legal 
pleadings, reports, and legislation, dealing with federal tax shelter 
law. The staff consulted with federal and state agencies and var- 
ious accounting, tax and financial experts, including the U.S. De- 
partment of the Treasury, U.S. Internal Revenue Service (IRS), 
Public Company Accounting Oversight Board (PCAOB), California 
Franchise Tax Board, tax experts on the staffs of the Joint Com- 
mission on Taxation, Senate Committee on Finance, and House 
Committee on Ways and Means, various tax professionals, and aca- 
demic experts, and other persons with relevant information. 

The evidence reviewed by the Subcommittee establishes that the 
development and sale of potentially abusive and illegal tax shelters 
have become a lucrative business in the United States, and profes- 
sional organizations like major accounting firms, banks, investment 
advisory firms, and law firms have become major developers and 
promoters. The evidence also shows that respected professional 
firms are spending substantial resources, forming alliances, and de- 
veloping the internal and external infrastructure necessary to de- 
sign, market, and implement hundreds of complex tax shelters, 

(145) 
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some of which are illegal and improperly deny the U.S. Treasury 
of billions of dollars in tax revenues. 

The term “tax shelter” has come to be used in a variety of ways 
depending upon the context. In the broadest sense, a tax shelter is 
a device used to reduce or eliminate the tax liability of the tax shel- 
ter user. Some tax shelters are specific tax benefits explicitly en- 
acted by Congress to advance a legitimate endeavor, such as the 
low income housing tax credit. Those types of legitimate tax shel- 
ters are not the focus of this Report. The tax shelters under in- 
vestigation by the Subcommittee are complex transactions used by 
corporations or individuals to obtain significant tax benefits in a 
manner never intended by the tax code. These transactions have no 
economic substance or business purpose other than to reduce or 
eliminate a person’s tax liability. These abusive tax shelters can be 
custom-designed for a single user or prepared as a generic “tax 
product” available for sale to multiple clients. The Subcommittee 
investigation focuses on the abusive tax shelters sold as generic tax 
products available to multiple clients. 

Under current law, generic tax shelters are not illegal per se; 
they are potentially illegal depending upon how purchasers actu- 
ally use them and calculate their tax liability on their tax returns. 
Over the last 5 years, the IRS has begun publishing notices identi- 
fying certain generic tax shelters as “potentially abusive” and 
warning taxpayers that use of such “listed transactions” may lead 
to an audit and assessment of back taxes, interest, and penalties 
for using an illegal tax shelter. As used in this Report, “potentially 
abusive” tax shelters are those that come within the scope of an 
IRS “listed transaction,” while “illegal” tax shelters are those with 
respect to which the IRS has taken actual enforcement action 
against taxpayers for violating federal tax law. 

The Subcommittee investigation perceives an important dif- 
ference between selling a potentially abusive or illegal tax shelter 
and providing routine tax planning services. None of the trans- 
actions examined by the Subcommittee derived from a request by 
a specific corporation or individual for tax planning advice on how 
to structure a specific business transaction in a tax-efficient way; 
rather all of the transactions examined by the Subcommittee in- 
volved generic tax products that had been affirmatively developed 
by a firm and then vigorously marketed to numerous, in some 
cases thousands, of potential buyers. There is a bright line dif- 
ference between responding to a single client’s tax inquiry and ag- 
gressively developing and marketing a generic tax shelter product. 
While the tax shelter industry of today may have sprung from the 
former, it is now clearly driven by the latter. 

In order to gain a deeper understanding of the issues, the Sub- 
committee conducted four in-depth case studies examining tax 
products sold by a leading accounting firm, KPMG, to individuals 
or corporations to help them reduce or eliminate their U.S. taxes. 
KPMG is one of the largest accounting firms in the world, and it 
had built a reputation as a respected auditor and expert tax advi- 
sor. KPMG vigorously denies being a tax shelter promoter, but the 
evidence obtained as a result of the Subcommittee investigation is 
overwhelming in demonstrating KPMG’s active and, at times, ag- 
gressive role in promoting and profiting from generic tax products 
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sold to individuals and corporations, including tax products later 
determined by the IRS to be potentially abusive or illegal tax shel- 
ters. 

Earlier this year, KPMG informed the Subcommittee that it 
maintained an inventory of over 500 “active tax products” designed 
to be offered to multiple clients for a fee. The four KPMG case 
studies featured in this Report are the Bond Linked Issue Premium 
Structure (BLIPS), Foreign Leveraged Investment Program (FLIP), 
Offshore Portfolio Investment Strategy (OPTS), and the S-Corpora- 
tion Charitable Contribution Strategy (SC2). IffMG sold these four 
tax products to more than 350 individuals from 1997 to 2001. All 
four generated significant fees for the firm, producing total reve- 
nues in excess of $124 million. i The IRS later determined that 
three of the products, BLIPS, FLIP, and OPTS, were potentially 
abusive or illegal tax shelters, while the fourth, SC2, is still under 
review. As of June 2002, an IRS analysis of just some of the tax 
returns associated with BLIPS, FLIP, and OPIS had identified 186 
people who had used BLIPS to claim losses on their tax returns to- 
taling $4.4 billion, and 57 people who had used FLIP or OPIS to 
claim tax losses of $1.4 billion, for a grand total of $5.8 billion. 2 
Evidence made available to the Subcommittee suggests that lost 
tax revenues are also significant, including documents which show 
that, for 169 out of 186 BLIPS participants for which information 
was recorded, federal tax revenues were reduced by $1.4 billion. 

Some members of the U.S. tax profession are apparently claiming 
that the worst tax shelter abuses are already over, so there is no 
need for investigations, reforms, or stronger laws. The Sub- 
committee investigation, however, indicates just the opposite: while 
a few tax shelter promoters have ended their activities, the tax 
shelter industry as a whole remains active, developing new prod- 
ucts, marketing dubious tax shelters to numerous individuals and 
corporations, and continuing to wrongfully deny the U.S. Treasury 
billions of dollars in revenues, leaving average U.S. taxpayers to 
make up the difference. 

II. Findings 

Based upon its investigation to date, the Subcommittee Minority 
staff recommends that the Subcommittee make the following find- 
ings of fact. 

(1) The sale of potentially abusive and illegal tax shelters 
has become a lucrative business in the United States, 
and some professional firms such as accounting firms, 
banks, investment advisory firms, and law firms are 


1 Letter dated 9/12/03, from KPMG’s legal counsel, Wilkie Farr & Gallagher, to the Sub- 
committee, at 2. According to KPMG information provided to the Subcommittee in this letter 
and a letter dated 8/8/03, FLIP was sold to 80 persons, in 63 transactions, and produced total 
gross revenues for the firm of about $17 million over a 4-year period, 1996-1999. OPIS was sold 
to 111 persons in 79 transactions, and produced about $28 million over a 2-year period, 1998- 
1999. BLIPS, the largest revenue generator, was sold to 186 persons in 186 transactions, and 
produced about $53 million over a 1-year period from about October 1999 to about October 2000. 
SC2 was sold to 58 S corporations in 58 transactions, and produced about $26 million over an 
18-month period from about March 2000 to about September 2001. Other information presented 
to the Subcommittee suggests these revenue figures may be understated and that, for example, 
BLIPS generated closer to $80 million in fees for the firm, OPIS generated over $50 million, 
and SC2 over $30 million. 

^United States v. KPMG, Case No. 1:02MS00295 (D.D.C. 7/9/02), “Declaration of Michael A. 
Halpert,” Internal Revenue Agent, at ^ 37. 
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major participants in the mass marketing of generic 
“tax products” to multiple clients. 

(2) Although KPMG denies being a tax shelter promoter, 
the evidence establishes that KPMG has devoted sub- 
stantial resources to, and obtained significant fees 
from, developing, marketing, and implementing poten- 
tially abusive and illegal tax shelters that U.S. tax- 
payers might otherwise have been unable, unlikely or 
unwilling to employ, costing the Treasury billions of 
dollars in lost tax revenues. 

(3) KPMG devotes substantial resources and maintains 
an extensive infrastructure to produce a continuing 
supply of generic tax products to sell to multiple cli- 
ents, using a process which pressures its tax profes- 
sionals to generate new ideas, move them quickly 
through the development process, and approve, at 
times, potentially abusive or illegal tax shelters. 

(4) KPMG uses aggressive marketing tactics to sell its ge- 
neric tax products, including by turning tax profes- 
sionals into tax product salespersons, pressuring its 
tax professionals to meet revenue targets, using tele- 
marketing to find clients, using confidential client tax 
data to identify potential buyers, targeting its own 
audit clients for sales pitches, and using tax opinion 
letters and insurance policies as marketing tools. 

(5) KPMG is actively involved in implementing the tax 
shelters which it sells to its clients, including by en- 
listing participation from banks, investment advisory 
firms, and tax exempt organizations; preparing trans- 
actional documents; arranging purported loans; 
issuing and arranging opinion letters; providing ad- 
ministrative services; and preparing tax returns. 

(6) Some major banks and investment advisory firms 
have provided critical lending or investment services 
or participated as essential counter parties in poten- 
tially abusive or illegal tax shelters sold by KPMG, in 
return for substantial fees or profits. 

(7) Some law firms have provided legal services that fa- 
cilitated KPMG’s development and sale of potentially 
abusive or illegal tax shelters, including by providing 
design assistance or collaborating on allegedly “inde- 
pendent” opinion letters representing to clients that a 
tax product would withstand an IRS challenge, in re- 
turn for substantial fees. 

(8) Some charitable organizations have participated as 
essential counter parties in a highly questionable tax 
shelter developed and sold by KPMG, in return for do- 
nations or the promise of future donations. 

(9) KPMG has taken steps to conceal its tax shelter ac- 
tivities from tax authorities and the public, including 
by refusing to register potentially abusive tax shelters 
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with the IRS, restricting file documentation, and 
using improper tax return reporting techniques. 

III. Executive Summary 

The Subcommittee’s investigation into the role of professional or- 
ganizations in the tax shelter industry has identified two funda- 
mental, relatively recent changes in how the industry operates. 

First, the investigation has found that the tax shelter industry 
is no longer focused primarily on providing individualized tax ad- 
vice to persons who initiate contact with a tax advisor. Instead, the 
industry focus has expanded to developing a steady supply of ge- 
neric “tax products” that can be aggressively marketed to multiple 
clients. In short, the tax shelter industry has moved from providing 
one-on-one tax advice in response to tax inquiries to also initiating, 
designing, and mass marketing tax shelter products. 

Secondly, the investigation has found that numerous respected 
members of the American business community are now heavily in- 
volved in the development, marketing, and implementation of ge- 
neric tax products whose objective is not to achieve a business or 
economic purpose, but to reduce or eliminate a client’s U.S. tax li- 
ability. Dubious tax shelter sales are no longer the province of 
shady, fly-by-night companies with limited resources. They are now 
big business, assigned to talented professionals at the top of their 
fields and able to draw upon the vast resources and reputations of 
the country’s largest accounting firms, law firms, investment advi- 
sory firms, and banks. 

The four case studies featured in this Report examine tax prod- 
ucts developed by KPMG, a respected auditor and tax expert and 
one of the top four accounting firms in the United States. In the 
latter half of the 1990’s, according to KPMG employees interviewed 
by Subcommittee staff, KPMG’s Tax Services Practice underwent a 
fundamental change in direction by embracing the development of 
generic tax products and pressing its tax professionals to sell them. 
KPMG now maintains an inventory of more than 500 active tax 
products and routinely presses its tax professionals to participate 
in tax product marketing campaigns. 

Three of the tax products examined by the Subcommittee, FLIP, 
OPIS, and BLIPS, are similar in nature. In fact, BLIPS was devel- 
oped as a replacement for OPIS which was developed as a replace- 
ment for FLIP. 3 All three tax products function as “loss genera- 
tors,” meaning they generate large paper losses that the purchaser 
of the product then uses to offset other income, and shelter it from 
taxation. 4 All three products have generated hundreds of millions 
of dollars in phony paper losses for taxpayers, using a series of 
complex, orchestrated transactions involving shell corporations, 
structured finance, purported multi-million dollar loans, and delib- 
erately obscure investments. ^ All three also generated substantial 
fees for KPMG, with BLIPS and OPIS winning slots among 


^See, e.g., document dated 5/18/01, “PFP Practice Reorganization Innovative Strategies Busi- 
ness Plan — DRAFT,” authored by Jeffrey Eischeid, Bates KPMG 0050620—23, at 1. 

“^Id. See also document dated 7/21/99, entitled “Action Required,” authored by Jeffrey 
Eischeid, Bates KPMG 0006664 (In the case of BLIPS, “a key objective is for the tax loss associ- 
ated with the investment structure to offset/shelter the taxpayer’s other, unrelated, economic 
profits.”). 

^ See Appendix A for a more detailed explanation of BLIPS. 
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KPMG’s top ten revenue producers in 1999 and 2000, before sales 
were discontinued. All three tax products are also covered by the 
“listed transactions” that the IRS has published and declared to be 
potentially abusive tax shelters.® In all three cases, the IRS has al- 
ready begun requiring taxpayers who used these products to pay 
back taxes, interest, and penalties. Over a dozen taxpayers penal- 
ized by the IRS for using these tax products have subsequently 
filed suit against KPMG for selling them an illegal tax shelter."^ 

The fourth tax product, SC2, is described by KPMG as a “chari- 
table contribution strategy.” * It is directed at individuals who own 
profitable corporations organized under Chapter S of the tax code 
(hereinafter “S corporations”), which means that the corporation’s 
income is attributed directly to the corporate owners and taxable 
as personal income. SC2 is intended to generate a tax deductible 
charitable donation for the corporate owner and, more importantly, 
to defer and reduce taxation of a substantial portion of the income 
produced by the S corporation, essentially by “allocating” but not 
actually distributing that income to a tax exempt charity holding 
the corporation’s stock. Like BLIPS, FLIP, and OPTS, SC2 requires 
a series of complex, orchestrated transactions to obtain the prom- 
ised tax benefits. Among other measures, these transactions in- 
volve the issuance of non-voting stock and warrants, a corporate 
non-distribution resolution, and a stock redemption agreement; a 
temporary donation of the non-voting stock to a charity; and var- 
ious steps to “allocate” but not distribute corporate income to the 
tax exempt charity.® Early in its development, KPMG tax profes- 
sionals referred to SC2 as “S-CAEPS,” pronounced “escapes.” The 
name was changed after a senior tax official pointed out: “I think 
the last thing we or a client would want is a letter in the files re- 
garding a tax planning strategy for which the acronym when pro- 
nounced sounds like we are saying ‘escapes.’”'® In 2000 and 2001, 
SC2 was one of KPMG’s top ten revenue producers. SC2 is not cov- 
ered by one of the “listed transactions” issued by the IRS, but is 
currently undergoing IRS review." 

Together, these four case histories, BLIPS, FLIP, OPTS, and SC2, 
provide an in-depth portrait of how a professional organization like 
KPMG, and the professional organizations it allies itself with, end 
up developing, marketing, and implementing highly questionable or 
illegal tax products. The evidence also sheds light on the critical 
roles played by other professional organizations to make suspect 
tax products work. 


<5 FLIP and OPIS are covered by IRS Notice 2001-45 (2001-33 IRB 129) (8/13/01); while 
BLIPS is covered by IRS Notice 2000—44 (2000-36 IRB 255) (9/5/00). See also United States v. 
KPMG, Case No. 1:02MS00295 (D.D.C. 9/6/02). 

^See, e.g., Jacohoni v. KPMG, Case No. 6:02-CV-510 (M.D. Fla. 4/29/02) (OPIS); Swartz v. 
KPMG, Case No. C03-1252 (W.D. Wash. 6/6/03) (BLIPS); Thorpe v. KPMG, Case No. 5-030CV- 
68 (E.D.N.C. 1/27/03) (FLIP/OPIS). 

®The formal title of the tax product is the S-Corporation Charitable Contribution Strategy. 

®See Appendix B for a more detailed explanation of SC2. 

Email dated 3/24/00, from Mark Springer to multiple KPMG tax professionals, “RE: S-corp 
Product,” Bates KPMG 0016515. See also email dated 3/24/00, from Mark Springer to multiple 
KPMG tax professionals, “Re: S-corp Product,” Bates 0016524 (suggesting replacing “all S- 
CAEPS references with something much more benign”). 

11 See email dated 4/10/02, from US-Tax Innovation Center to multiple KPMG tax profes- 
sionals, “IRS Summons Information Request for SC2,” Bates XX 001433 (“The IRS has re- 
quested certain information from the Firm related to SC2.”); undated KPMG document entitled, 
“April 18 IRS Summons Response.” 
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A. Developing New Tax Products 

The Subcommittee investigation has found that the tax product 
development and approval process used at KPMG was deeply 
flawed and led, at times, to the approval of tax products that the 
firm knew were potentially abusive or illegal. Among other prob- 
lems, the evidence shows that the KPMG approval process has 
been driven by market considerations, such as consideration of a 
product’s revenue potential and “speed to market,” as well as by in- 
tense pressure that KPMG supervisors have placed on subordinates 
to “sign-off’ on the technical merits of a proposed product even in 
the face of serious questions about its compliance with the law. 

The case of BLIPS illustrates the problems. Evidence obtained by 
the Subcommittee discloses an extended, unresolved debate among 
KPMG tax professionals over whether BLIPS met the technical re- 
quirements of federal tax law. In 1999, the key KPMG technical re- 
viewer resisted approving BLIPS for months, despite repeated ex- 
pressions of dismay from superiors. He finally agreed to withdraw 
his objections to the product in this email sent to his supervisor: 
“I don’t like this product and would prefer not to be associated with 
it [but] I can reluctantly live with a more-likely-than-not opinion 
being issued for the product.” This assessment is not exactly the 
solid endorsement that might be expected for a tax product sold by 
a major accounting firm. 

The most senior officials in KPMG’s Tax Services Practice ex- 
changed emails which frankly acknowledged the problems and 
reputational risks associated with BLIPS, but nevertheless sup- 
ported putting it on the market for sale to clients. One senior tax 
professional summed up the pending issues with two questions: 

“(1) Have we drafted the opinion with the appropriate lim- 
iting bells and whistles . . . and (2) Are we being paid 
enough to offset the risks of potential litigation resulting 
from the transaction? . . . My own recommendation is that 
we should be paid a lot of money here for our opinion since 
the transaction is clearly one that the IRS would view as 
falling squarely within the tax shelter orbit.” 

No one challenged the analysis that the risky nature of the prod- 
uct justified the firm’s charging “a lot of money” for a tax opinion 
letter predicting it was more likely than not that BLIPS would 
withstand an IRS challenge. When the same KPMG official ob- 
served, “I do believe the time has come to shit and get off the pot,” 
the second in command at the Tax Services Practice responded, “I 
believe the expression is shit OR get off the pot, and I vote for 
shit.” 

BLIPS, like its predecessors OPIS and FLIP, was sold by KPMG 
to numerous clients before the IRS issued notices declaring them 
potentially abusive tax shelters that did not meet the requirements 
of federal tax law. Other professional firms have also sold poten- 
tially abusive or illegal tax products such as the Currency Options 
Brings Reward Alternatives (COBRA) and Contingent Deferred 
Swap (CDS) sold by Ernst & Young, the FLIP tax product and 
Bond and Option Sales Strategy (BOSS) sold by 
PricewaterhouseCoopers, the Customized Adjustable Rate Debt Fa- 
cility (CARDS) sold by Deutsche Bank, the FLIP tax product sold 
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by Wachovia Bank, and the Slapshot tax product sold by J.P. Mor- 
gan Chase. 12 The sale of these abusive tax shelters by other firms 
clearly demonstrates that flawed approval procedures are not con- 
fined to a single firm or a single profession. Many other profes- 
sional firms are also developing and selling dubious tax products. 

B. Mass Marketing Tax Products 

A second striking aspect of the Subcommittee investigation was 
the discovery of the substantial effort KPMG has expended to mar- 
ket its tax products to potential buyers. The investigation found 
that KPMG maintains an extensive marketing infrastructure to 
sell its tax products, including a market research department, a 
Sales Opportunity Center that works on tax product “marketing 
strategies,” and even a full-fledged telemarketing center staffed 
with people trained to make cold calls to find buyers for specific tax 
products. When investigating SC2, the Subcommittee discovered 
that KPMG used its telemarketing center in Fort Wayne, Indiana, 
to contact literally thousands of S corporations across the country 
and help elevate SC2 to one of KPMG’s top ten revenue-producing 
tax products. 

The evidence also uncovered a corporate culture in KPMG’s Tax 
Services Practice that condoned placing intense pressure on the 
firm’s tax professionals — CPAs and lawyers included — to sell the 
firm’s generic tax products. Numerous internal emails by senior 
KPMG tax professionals exhorted colleagues to increase their sales 
efforts. One email thanked KPMG tax professionals for a team ef- 
fort in developing SC2 and then instructed these professionals to 
“SELL, SELL, SELL!!” Another email warned IQ^MG partners: 
“Look at the last partner scorecard. Unlike golf, a low number is 
not a good thing. . . . A lot of us need to put more revenue on the 
board.” A third email asked all partners in KPMG’s premier tech- 
nical tax group, Washington National Tax (WNT), to “temporarily 
defer non-revenue producing activities” and concentrate for the 
“next 5 months” on meeting WNT’s revenue goals for the year. The 
email stated: “Listed below are the tax products identified by the 
functional teams as having significant revenue potential over the 
next few months. . . . Thanks for help in this critically important 
matter. As [the Tax Services Practice second in command] said. We 
are dealing with ruthless execution — hand to hand combat — block- 
ing and tackling.’ Whatever the mixed metaphor, let’s just do it.” 

The four case studies featured in this Report provide detailed 
evidence of how KPMG pushed its tax professionals to meet rev- 
enue targets, closely monitored their sales efforts, and even, at 
times, advised them to use questionable sales techniques. For ex- 
ample, in the case of SC2, KPMG tax professionals were directed 
to contact existing clients about the product, including KPMG’s 
own audit clients. In a written document offering sales advice on 
SC2, KPMG advised its employees, in some cases, to make mis- 
leading statements to potential buyers, such as claiming that SC2 
was no longer available for sale, even though it was, apparently 
hoping that reverse psychology would then cause the client to want 


12 Slapshot is an abusive tax shelter that was examined in a Subcommittee hearing last year. 
See “Fishtail, Bacchus, Sundance, and Slapshot: Four Enron Transactions Funded and Facili- 
tated by U.S. Financial Institutions,” S. Prt. 107—82 (107th Congress 1/2/03). 
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to buy the product. KPMG also utilized confidential and sensitive 
client data in an internal database containing information used by 
KPMG to prepare client tax returns in order to identify potential 
targets for its tax products. 

IQ’MG also used opinion letters and insurance policies as selling 
points to try to convince uncertain buyers to purchase a tax prod- 
uct. For example, KPMG tax professionals were instructed to tell 
potential buyers that opinion letters provided by KPMG and Sidley 
Austin Brown & Wood would protect the buyer from certain IRS 
penalties, if the IRS were later to invalidate the tax product. In the 
case of SC2, KPMG tax professionals were instructed to tell buyers 
that, “for a small premium,” they could buy an insurance policy 
from AIG, Hartford Insurance, or another firm that would reim- 
burse the buyer for any back taxes or penalties actually assessed 
by the IRS for using the tax product. These selling points suggest 
KPMG was trying to present its tax products as a risk free gambit 
for its clients. They also suggest that KPMG was pitching its tax 
products to persons with limited interest in the products and who 
likely would not have used them to avoid paying their taxes, absent 
urging by KPMG to do so. 

C. Implementing Tax Products 

Developing and selling a tax product to a client did not, in many 
cases, end KPMG’s involvement with the product, since the product 
often required the purchaser to carry out complex financial and in- 
vestment activities in order to realize the promised tax benefits. In 
the four cases examined by the Subcommittee, KPMG enlisted a 
bevy of other professionals, including lawyers, bankers, investment 
advisors and others, to carry out the required transactions. In the 
case of SC2, KPMG actively found and convinced various charitable 
organizations to participate. Charities told the Subcommittee staff 
that KPMG had contacted the organizations “out of the blue,” con- 
vinced them to participate in SC2, facilitated interactions with the 
SC2 “donors,” and supplied drafts of the transactional documents. 

The Subcommittee investigation found that BLIPS, OPTS, FLIP, 
and SC2 could not have been executed without the active and will- 
ing participation of the law firms, banks, investment advisory 
firms, and charitable organizations that made these products work. 
In the case of BLIPS, OPTS, and FLIP, law firms and investment 
advisory firms helped draft complex transactional documents. 
Major banks, such as Deutsche Bank, HVB, UBS, and NatWest, 
provided purported loans for tens of millions of dollars essential to 
the orchestrated transactions. Wachovia Bank initially provided cli- 
ent referrals to KPMG for FLIP sales, then later began its own ef- 
forts to sell FLIP to clients. Two investment advisory firms, Quellos 
Group LLC (“Quellos”) and Presidio Advisory Services (“Presidio”), 
participated directly in the FLIP, OPTS, or BLIPS transactions, 
even entering into partnerships with the clients. In the case of 
SC2, several pension funds agreed to accept corporate stock dona- 
tions and sign redemption agreements to “sell” back the stock to 
the corporation after a specified period of time. In all four cases, 
Sidley Austin Brown & Wood agreed to provide a legal opinion let- 
ter attesting to the validity of the relevant tax product. Other law 
firms, such as Sherman and Sterling, prepared transactional docu- 
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ments and helped carry out specific transactions. In return, each 
of the professional firms was paid lucrative fees. 

In the case of BLIPS, documents and interviews showed that 
hanks and investment advisory firms knew the BLIPS transactions 
and “loans” were structured in an unusual way, had no reasonable 
potential for profit, and were designed instead to achieve specific 
tax aims for KPMG clients. For example, the BLIPS transactions 
required the bank to lend, on a non-recourse basis, tens of millions 
of dollars to a shell corporation with few assets and no ongoing 
business, to give the same shell corporation an unusual “loan pre- 
mium” providing additional tens of millions of dollars, and to enter 
into interest rate swaps that, in effect, reduced the “loan’s” above- 
market interest rate to a much lower floating market rate. 

Documents and interviews also disclosed that the funds “loaned” 
by the banks were never really put at risk. The so-called loan pro- 
ceeds were instead deemed “collateral” for the “loan” itself under 
an “overcollateralization” provision that required the “borrower” to 
place 101% of the loan proceeds on deposit with the bank. The loan 
proceeds serving as cash collateral were then subject to severe in- 
vestment restrictions and closely monitored by the bank. The end 
result was that only a small portion of the funds in each BLIPS 
transaction was ever placed at risk in true investments. Moreover, 
the banks were empowered to unilaterally terminate a BLIPS 
“loan” under a variety of circumstances including, for example, if 
the cash collateral were to fall below the 101% requirement. The 
banks and investment advisory firms knew that the BLIPS loan 
structure and investment restrictions made little economic sense 
apart from the client’s tax objectives, which consisted primarily of 
generating huge paper losses for KPMG clients who then used 
those losses to offset other income and shelter it from taxation. 

Documents and interviews showed that the same circumstances 
existed for the FLIP and OPIS transactions — banks and investment 
advisory firms financed and participated in structured and tightly 
controlled financial transactions and “loans” primarily designed to 
generate tax losses on paper for clients, while protecting bank as- 
sets. 

A professional organization that knowingly participates in an 
abusive tax shelter with no real economic substance violates the 
tax code’s prohibition against aiding or abetting tax evasion. A re- 
lated issue is whether and to what extent lawyers, bankers, invest- 
ment advisors, tax exempt organizations, and others have an obli- 
gation to evaluate the transactions they are asked to carry out and 
refrain from participating in potentially abusive or illegal tax shel- 
ters. Another issue is whether professional organizations that par- 
ticipate in these types of transactions qualify as tax shelter pro- 
moters and, if so, are obliged under U.S. law to register the rel- 
evant transactions as tax shelters and maintain client lists. 

These issues are particularly pressing for several professional 
firms involved in the KPMG transactions that may be tax shelter 
promoters in their own right. For example, Sidley Austin Brown & 
Wood is under investigation by the IRS for issuing more than 600 
legal opinion letters supporting 13 questionable tax products, in- 


13 26 U.S.C. 6701. 
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eluding BLIPS, FLIP, and OPISd"^ Deutsche Bank has sponsored a 
Structured Transactions Group that, in 1999, offered an array of 
tax products to U.S. and European clients seeking to “execute tax 
driven deals” or “gain mitigation” strategies.!^ Internal bank docu- 
ments indicate that Deutsche Bank was aggressively marketing its 
tax products to large U.S. corporations and individuals, and 
planned to close billions of dollars worth of transactions.!® At least 
two of the tax products being pushed by Deutsche Bank, BLIPS 
and the Customized Adjustable Rate Debt Facility (CARDS), were 
later determined by the IRS to be potentially abusive tax shelters. 

Another set of issues arising from KPMG’s enlistment of other 
professionals to implement its tax products involves the role played 
by tax opinion letters. A tax opinion letter, sometimes called a legal 
opinion letter when issued by a law firm, is intended to provide 
written advice to a client on whether a particular tax product is 
permissible under the law and, if challenged by the IRS, how likely 
it would be that the challenged product would survive court scru- 
tiny. Traditionally, such opinion letters were supplied by an inde- 
pendent tax expert with no financial stake in the transaction being 
evaluated, and an individualized letter was sent to a single client. 
The mass marketing of tax products to multiple clients, however, 
has been followed by the mass production of opinion letters by a 
professional firm that, for each letter sent to a client, is paid a 
handsome fee. The attractive profits available from such an ar- 
rangement have placed new pressure on the independence of the 
tax opinion letter provider. 

In the four case histories featured in this Report, the Sub- 
committee investigation uncovered disturbing evidence related to 
how tax opinion letters were being developed and used in connec- 
tion with KPMG’s tax products. In each of the four case histories, 
the Subcommittee investigation found that KPMG had drafted its 
own prototype tax opinion letter supporting the product and used 
this prototype as a template for the letters it actually sent to its 
clients. In addition, in all four case histories, KPMG arranged for 
an outside law firm to provide a second favorable opinion letter. 
Sidley Austin Brown & Wood, for example, issued hundreds of 
opinion letters supporting BLIPS, FLIP, and OPIS.!^ The evidence 
indicates that KPMG either directed its clients to Sidley Austin 
Brown & Wood to obtain the second opinion letter, or KPMG itself 
obtained the client’s opinion letter from the law firm and delivered 
it to the client, apparently without the client’s actually speaking to 
any of the lawyers at the firm. 

The evidence raises serious questions about the independent sta- 
tus of Sidley Austin Brown & Wood in issuing the legal opinion let- 
ters supporting the KPMG tax products. The evidence indicates, for 
example, that KPMG collaborated with the law firm ahead of time 
to ensure it would supply a favorable opinion letter. In the case of 


See “Declaration of Richard E. Bosch,” IRS Revenue Agent, In re John Doe Summons to 
Sidley Austin Brown & Wood (N.D. 111. 10/16/03). 

15 Email dated 4/3/02, from Viktoria Antoniades to Brian McGuire and other Deutsche Bank 
personnel, “US GROUP 1 Pres,” DB BLIPS 6329-52, attaching a presentation dated 11/15/99, 
entitled “Structured Transactions Group North America,” at 6336. 

16/d. at 6345-46. 

I'^In the case of SC2, KPMG also arranged for Bryan Cave to issue a legal opinion supporting 
the tax product, but it is unclear whether Bryan Cave ever issued one. 
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BLIPS, KPMG and Sidley Austin Brown & Wood actually ex- 
changed copies of their drafts, eventually issuing two, allegedly 
independent opinion letters that contain numerous, virtually iden- 
tical paragraphs. Moreover, Sidley Austin Brown & Wood provided 
FLIP, OPIS, and BLIPS clients with nearly identical opinion letters 
that included no individualized legal advice. In many cases, the law 
firm apparently issued its letter without ever speaking with the cli- 
ent to whom the tax advice was directed. By routinely directing its 
clients to Sidley Austin Brown & Wood to obtain a second opinion 
letter, KPMG produced a steady stream of income for the law firm, 
further undermining its independent status. One document even 
indicates that Sidley Austin Brown & Wood was paid a fee in every 
case in which a client was told during a FLIP sales pitch about the 
availability of a second opinion letter from an outside law firm, 
whether or not the client actually purchased the letter. This type 
of close, ongoing, and lucrative collaboration raises serious ques- 
tions about the independence of both parties and the value of their 
opinion letters in light of the financial stake that both firms had 
in the sale of the tax product being analyzed. 

A second set of issues related to the tax opinion letters involves 
the accuracy and reliability of their factual representations. The 
tax opinion letters prepared by KPMG and Sidley Austin Brown & 
Wood in BLIPS, FLIP, and OPIS typically included a set of factual 
representations made by the client, KPMG, the participating in- 
vestment advisory firm, and the participating bank. These rep- 
resentations were critical to the accounting firm’s analysis uphold- 
ing the validity of the tax product. In all three cases, the Sub- 
committee investigation discovered that KPMG had itself drafted 
the factual representations attributed to other parties. The evi- 
dence shows that prior to attributing factual representations to 
other professional firms involved in the transactions, KPMG pre- 
sented draft statements to the parties beforehand and negotiated 
the wording. But in the case of the factual representations attrib- 
uted to its client, the evidence indicates KPMG did not consult 
with the client beforehand and, in some cases, even refused, de- 
spite client objections, to allow the client to alter the KPMG-draft- 
ed representations. 

Equally disturbing is that some of the key factual representa- 
tions that KPMG made or attributed to its clients appear to con- 
tain false or misleading statements. For example, KPMG wrote in 
the prototype BLIPS opinion letter that the client “has represented 
to KPMG . . . [that the client] independently reviewed the econom- 
ics underlying the [BLIPS] Investment Fund before entering into 
the program and believed there was a reasonable opportunity to 
earn a reasonable pre-tax profit from the transactions.” In fact, it 
is doubtful that many BLIPS clients “independently reviewed” or 
understood the complicated BLIPS transactions or the “economics” 
underlying them. In addition, KPMG knew there was only a remote 
possibility — not a reasonable possibility — of a client’s earning a pre- 
tax profit in BLIPS. Nevertheless, since the existence of a reason- 
able opportunity to earn a reasonable profit was central to BLIPS’ 
having economic substance and complying with federal tax law, 
KPMG included the client representation in its BLIPS tax opinion 
letter. 
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D. Avoiding Detection 

In addition to the many development, marketing, and implemen- 
tation problems just described, the Subcommittee investigation un- 
covered disturbing evidence of measures taken by KPMG to hide 
its tax product activities from the IRS and the public. Despite its 
500 active tax product inventory, KPMG has never registered, and 
thereby disclosed to the IRS the existence of, a single one of its tax 
products. KPMG has explained this failure by claiming that it is 
not a tax promoter and does not sell any tax products that have 
to be registered under the law. The evidence suggests, however, 
that KPMG’s failure to register may not be attributable to a good 
faith analysis of the technical merits of the tax products. 

Five years ago, in 1998, a senior KPMG tax professional advo- 
cated in very explicit terms that, for business reasons, KPMG 
ought to ignore federal tax shelter requirements and not register 
the OPIS tax product with the IRS, even if required by law. In an 
email sent to several senior colleagues, this KPMG tax professional 
explained his reasoning. In that email, he assumed that OPIS 
qualified as a tax shelter, and then explained why the firm should 
not, even in this case, register it with the IRS as required by law. 
Among other reasons, he observed that the IRS was not vigorously 
enforcing the registration requirement, the penalties for noncompli- 
ance were much less than the potential profits from selling the tax 
product, and “industry norms” were not to register any tax prod- 
ucts at all. The KPMG tax professional coldly calculated the pen- 
alties for noncompliance compared to potential fees from selling 
OPIS: “Based upon our analysis of the applicable penalty sections, 
we conclude that the penalties would be no greater than $14,000 
per $100,000 in KPMG fees. . . . For example, our average [OPIS] 
deal would result in KPMG fees of $360,000 with a maximum pen- 
alty exposure of only $31,000.” The senior tax professional also 
warned that if KPMG were to comply with the tax shelter registra- 
tion requirement, this action would place the firm at such a com- 
petitive disadvantage in its sales that KPMG would “not be able to 
compete in the tax advantaged products market.” In short, he 
urged KPMG to knowingly, purposefully, and willfully violate the 
federal tax shelter law. 

The evidence obtained by the Subcommittee indicates that, over 
the following 5 years, KPMG rejected several internal recommenda- 
tions by tax professionals to register a tax product as a tax shelter 
with the IRS. For example, the Subcommittee investigation learned 
that, on at least two occasions, the head of KPMG’s Department of 
Professional Practice, a very senior tax official, had recommended 
that BLIPS and OPIS be registered as tax shelters, only to be over- 
ruled each time by the head of the entire Tax Services Practice. 

Instead of registering tax products with the IRS, KPMG instead 
apparently devoted resources to devising rationales for not reg- 
istering them. For example, a fiscal year 2002 draft business plan 
for a KPMG tax group described two tax products that were under 
development, but not yet approved, in part due to tax shelter reg- 
istration issues. With respect to the first product, POPS, the busi- 
ness plan stated: “We have completed the solution’s technical re- 
view and have almost finalized the rationale for not registering 
POPS as a tax shelter.” With respect to the second product, de- 
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scribed as a “conversion transaction . . . that halves the taxpayer’s 
effective tax rate by effectively converting ordinary income to long 
term capital gain,” the business plan states: “The most significant 
open issue is tax shelter registration and the impact registration 
will have on the solution.” 

KPMG’s concealment efforts did not stop with its years-long re- 
fusal to register any tax shelter with the IRS. KPMG also appears 
to have used improper reporting techniques on client tax returns 
to minimize the return information that could alert the IRS to the 
existence of its tax products. For example, in the case of OPTS and 
BLIPS, some KPMG tax professionals advised their clients to par- 
ticipate in the transactions through “grantor trusts” and then file 
tax returns in which all of the capital gains and losses from the 
transactions were “netted” at the grantor trust level, instead of 
each gain or loss being reported individually on the return. The in- 
tended result was that only a single, small net capital gain or loss 
would appear on the client’s personal income tax return. 

A key KPMG tax expert objected to this netting approach when 
it was first suggested within the firm in 1998, writing to his col- 
leagues in one email: “When you put the OPTS transaction together 
with this ‘stealth’ reporting approach, the whole thing stinks.” He 
wrote in a separate email: “You should all know that I do not agree 
with the conclusion . . . that capital gains can be netted at the 
trust level. I believe we are filing misleading, and perhaps false, re- 
turns by taking this reporting position.” Despite these strongly 
worded emails from the IffMG tax professional with authority over 
this tax return issue, several KPMG tax professionals apparently 
went ahead and prepared client tax returns using grantor trust 
netting. In September 2000, in the same notice that declared 
BLIPS to be a potentially abusive tax shelter, the IRS explicitly 
warned against grantor trust netting: “In addition to other pen- 
alties, any person who willfully conceals the amount of capital 
gains and losses in this manner, or who willfully counsels or ad- 
vises such concealment, may be guilty of a criminal offense.” In re- 
sponse, KPMG apparently contacted some OPTS or BLIPS clients 
and advised them to re-file their returns. 

KPMG used a variety of tax return reporting techniques in addi- 
tion to grantor trust netting to avoid detection of its activities by 
the IRS. In addition, in the four cases examined by the Sub- 
committee, KPMG required some potential purchasers of the tax 
products to sign “nondisclosure agreements” and severely limited 
the paperwork used to explain the tax products. Client presen- 
tations were done on chalkboards or erasable whiteboards, and 
written materials were retrieved from clients before leaving a 
meeting. Another measure taken by senior KPMG tax professionals 
was to counsel staff not to keep certain revealing documentation in 
their files or to clean out their files, again, to limit detection of firm 
activity. Still another tactic discussed in several KPMG documents 
was explicitly using attorney-client or other legal privileges to limit 
disclosure of KPMG documents. For example, one handwritten doc- 
ument by a KPMG tax professional discussing OPTS issues states 
under the heading, “Brown & Wood”: “Privilege B&W can play a 
big role at providing protection in this area.” None of these actions 
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to conceal its activities seems consistent with what should he the 
practices of a leading public accounting firm. 

E. Disregarding Professional Ethics 

In addition to all the other problems identified in the Sub- 
committee investigation, troubling evidence emerged regarding how 
KPMG handled certain professional ethics issues, including issues 
related to fees and auditor independence. The fees charged to 
KPMG clients raise several concerns. Some appear to be “contin- 
gency fees,” meaning fees which are paid only if a client obtains 
specified results from the services offered, such as achieving speci- 
fied tax savings. More than 20 states prohibit the payment of con- 
tingency fees to accountants, and SEC, AICPA, and other rules con- 
strain their use in various ways. Internal KPMG documents sug- 
gest that, in at least some cases, KPMG deliberately manipulated 
the way it handled certain tax products to circumvent contingency 
fee prohibitions. A document discussing OPIS fees, for instance, 
identifies the states that prohibit contingency fees and, then, rath- 
er than prohibit OPIS transactions in those states or require an al- 
ternative fee structure, directs KPMG tax professionals to make 
sure the OPIS engagement letter is signed, the engagement is 
managed, and the bulk of services is performed “in a jurisdiction 
that does not prohibit contingency fees.” 

In the case of BLIPS, clients were charged a single fee equal to 
7% of the “tax losses” to be generated by the BLIPS transactions. 
The client fee was typically paid to Presidio, an investment advi- 
sory firm, which then apportioned the fee amount among various 
firms according to certain factors. The fee recipients typically in- 
cluded KPMG, Presidio, a participating bank, and Sidley Austin 
Brown & Wood. This fee splitting arrangement may violate restric- 
tions on contingency fees, client referral fees, and fees paid jointly 
to lawyers and non-lawyers. 

KPMG’s tax products also raise auditor independence issues. 
Three of the banks involved in BLIPS, FLIP, and OPIS (Deutsche 
Bank, HVB, and Wachovia Bank), employ KPMG to audit their fi- 
nancial statements. SEC rules state that auditor independence is 
impaired when an auditor has a direct or material indirect busi- 
ness relationship with an audit client. KPMG apparently at- 
tempted to address the auditor independence issue by giving its cli- 
ents a choice of banks to use in the transactions, including at least 
one bank that was not a KPMG audit client. It is unclear, however, 
whether individuals actually could choose what bank to use. More- 
over, it is unclear how providing clients with a choice of banks alle- 
viated KPMG’s conflict of interest, since it still had a direct or ma- 
terial, indirect business relationship with a bank whose financial 
statements were certified by KPMG auditors. 

A second set of auditor independence issues involves KPMG’s de- 
cision to market tax products to its own audit clients. By engaging 
in this marketing tactic, KPMG not only took advantage of its audi- 
tor-client relationship, but also created a conflict of interest in 
those cases where it successfully sold a tax product to an audit cli- 
ent. The conflict of interest arises when the KPMG auditor review- 
ing the client’s financial statements is required, as part of that re- 
view, to examine the client’s tax return and its use of unusual tax 
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strategies. In such situations, KPMG is, in effect, auditing its own 
work. 

A third set of professional ethics issues involves conflict of inter- 
est concerns related to the legal representation of clients who, after 
purchasing a tax product from KPMG, have come under IRS scru- 
tiny. The issues include whether KPMG should be referring these 
clients to a law firm that represents KPMG itself on unrelated 
matters, and whether a law firm that has a longstanding, close, 
and ongoing relationship with KPMG, representing it on unrelated 
matters, should also represent KPMG clients. While KPMG and 
the client have an immediate joint interest in defending the tax 
product that KPMG sold and the client purchased, their interests 
could quickly diverge if the suspect tax product is found to be in 
violation of federal tax law. This divergence in interests has been 
demonstrated repeatedly since 2002, as growing numbers of KPMG 
clients have filed suit against KPMG seeking a refund of past fees 
they paid to the firm and additional damages for KPMG’s selling 
them an illegal tax shelter. 

The following pages provide more detailed information about 
these and other problems uncovered during the Subcommittee in- 
vestigation into the role of professional firms in the tax shelter in- 
dustry. 

The tax products featured in this Report were developed, mar- 
keted, and executed by highly skilled professionals in the fields of 
accounting, law, and finance. Historically, such professionals have 
been distinguished by their obligation to meet a higher standard of 
conduct in business than ordinary occupations. When it came to de- 
cisions by these professionals on whether to approve a questionable 
tax product, employ telemarketers to sell tax services, or omit re- 
quired information from a tax return, one might have expected a 
thoughtful discussion or analysis of the firm’s fiduciary duties, its 
ethical and professional obligations, or what should be done to 
protect the firm’s good name. Unfortunately, evidence of those 
thoughtful discussions was virtually non-existent, and consider- 
ations of professionalism seem to have had little, if any, effect on 
KPMG’s mass marketing of its tax products. 

IV. Recommendations 

Based upon its investigation to date and the above findings, the 
Subcommittee Minority staff recommends that the Subcommittee 
make the following policy recommendations. 

(1) Congress should enact legislation to increase penalties 
on promoters of potentially abusive and illegal tax 
shelters, clarify and strengthen the economic substance 
doctrine, and bar auditors from providing tax shelter 
services to their audit clients. 

(2) Congress should increase funding of IRS enforcement 
efforts to stop potentially abusive and illegal tax shel- 
ters, and the IRS should dramatically increase its en- 
forcement efforts against tax shelter promoters. 

(3) The IRS and PCAOB should conduct a joint review of 
tax shelter activities by accounting firms, and take 
steps to clarify and strengthen federal and private sec- 
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tor procedures and prohibitions to prevent accounting 
firms from aiding or abetting tax evasion, promoting 
potentially abusive or illegal tax shelters, or engaging 
in related unethical or illegal conduct. The PCAOB 
should consider banning public accounting firms from 
providing tax shelter services to their audit clients and 
others. 

(4) The IRS and federal bank regulators should conduct a 
joint review of tax shelter activities at major banks, 
clarify and strengthen bank procedures and prohibi- 
tions to prevent banks from aiding or abetting tax eva- 
sion, promoting potentially abusive or illegal tax shel- 
ters, or engaging in related unethical or illegal con- 
duct. 

(5) The U.S. Department of Justice and IRS should con- 
duct a joint review of tax shelter activities at major 
law firms, and take steps to clarify and strengthen fed- 
eral and private sector rules to prevent law firms from 
aiding or abetting tax evasion, promoting potentially 
abusive or illegal tax shelters, or engaging in related 
unethical or illegal conduct. The U.S. Treasury Depart- 
ment should clarify and strengthen professional stand- 
ards of conduct and opinion letter requirements in Cir- 
cular 230 and explicitly address tax shelter issues. 

(6) Federal and private sector regulators should clarify 
and strengthen federal and private sector rules related 
to opinion letters advising on tax products, including 
setting standards for letters related to mass marketed 
tax products, requiring fair and accurate factual rep- 
resentations, and barring collaboration between a tax 
product promoter and a firm preparing an allegedly 
independent opinion letter. 

(7) The American Institute of Certified Public Accountants 
(AICPA), American Bar Association, and American 
Bankers Association should establish standards of con- 
duct and procedures to prevent members of their pro- 
fessions from aiding or abetting tax evasion, promoting 
abusive or illegal tax shelters, or engaging in related 
unethical or illegal conduct, including by requiring a 
due diligence review of any tax-related transaction in 
which a member is asked to participate. Tax exempt 
organizations should adopt similar standards of con- 
duct and procedures. 

(8) The AICPA, American Bar Association, and American 
Bankers Association should strengthen professional 
standards of conduct and ethics requirements to stop 
the development and mass marketing of tax products 
designed to reduce or eliminate a client’s tax liability, 
and should prohibit their members from using aggres- 
sive sales tactics to market tax products, including by 
prohibiting use of cold calls and telemarketing, explicit 
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revenue goals, and fees contingent on projected tax 
savings. 

(9) The AICPA and American Bar Association should 
strengthen professional standards of conduct and eth- 
ics requirements to prohibit the issuance of an opinion 
letter on a tax product when the independence of the 
author has been compromised by providing accounting, 
legal, design, sales, or implementation assistance re- 
lated to the product, by having a financial stake in the 
tax product, or by having a financial stake in a related 
or similar tax product. 

V. Overview of U.S. Tax Shelter Industry 
A. Summary of Current Law on Tax Shelters 

The definition of an abusive tax shelter has changed and ex- 
panded over time to encompass a wide variety of illegal or poten- 
tially illegal tax evasion schemes. Existing legal definitions are 
complex and appear in multiple sections of the tax code.*^ These 
tax shelter definitions refer to transactions, partnerships, entities, 
investments, plans, or arrangements which have been devised, in 
whole or significant part, to enable taxpayers to eliminate or un- 
derstate their tax liability. The General Accounting Office (GAO) 
recently summarized these definitions by describing “abusive shel- 
ters” as “very complicated transactions promoted to corporations 
and wealthy individuals to exploit tax loopholes and provide large, 
unintended tax benefits.” 

Over the past 10 years. Federal statutes and regulations prohib- 
iting illegal tax shelters have undergone repeated revision to clarify 
and strengthen them. Today, key tax code provisions not only pro- 
hibit tax evasion by taxpayers, but also penalize persons who 
knowingly organize or promote illegal tax shelters or who know- 
ingly aid or abet the filing of tax return information that under- 
states a taxpayer’s tax liability.^i Additional tax code provisions 
now require taxpayers and promoters to disclose to the IRS infor- 
mation about certain potentially illegal tax shelters . 22 

Recently, the IRS issued regulations to clarify and strengthen 
the law’s definition of a tax shelter promoter and the law’s require- 
ments for tax shelter disclosure . 23 For example, these regulations 
now make it clear that tax shelter promoters include “persons prin- 
cipally responsible for organizing a tax shelter as well as persons 
who participate in the organization, management or sale of a tax 
shelter” and any person who is a “material advisor” on a tax shel- 


^^See, e.g., 26 U.S.C. §§461(i)(3) (defining tax shelter for certain tax accounting rules); 
6111(a), (c) and (d) (defining tax shelter for certain registration and disclosure requirements); 
and 6662(d)(2)(C)(iii) (defining tax shelter for application of understatement penalty). 

“Challenges Remain in Combating Abusive Tax Shelters,” testimony by Michael Brostek, Di- 
rector, Tax Issues, GAO, before the U.S. Senate Committee on Finance, No. GAO— 04— 104T (10/ 
21/03) (hereinafter “GAO Testimony”) at 1. 

20 26 U.S.C. §6700. 

2126 U.S.C. §6701. 

22See, e.g., 26 U.S.C. §§6011 (taxpayer must disclose reportable transactions); 6111 (orga- 
nizers and promoters must register potentially illegal tax shelters with IRS), 6112 (promoters 
must maintain lists of clients who purchase potentially illegal tax shelters and, upon request, 
disclose such client lists to the IRS). 

23 See, e.g., Treas. Reg. Sec. 301.6112-1 and Sec. 1.6011-4, which took effect on 2/28/03. 
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ter transaction.24 Disclosure obligations, which apply to both tax- 
payers and tax shelter promoters, require disclosure to the IRS, 
under certain circumstances, of information related to six cat- 
egories of potentially illegal tax shelter transactions. Among others, 
these disclosures include any transaction that is the same or simi- 
lar to a “listed transaction,” which is a transaction that the IRS 
has formally determined, through regulation, notice, or other pub- 
lished guidance, “as having a potential for tax avoidance or eva- 
sion” and is subject to the law’s registration and client list mainte- 
nance requirements. 25 The IRS has stated in court that it “con- 
siders a ‘listed transaction’ and all substantially similar trans- 
actions to have been structured for a significant tax avoidance pur- 
pose” and refers to them as “potentially abusive tax shelters.” 26 
The IRS has also stated in court that “the IRS has concluded that 
taxpayers who engaged in such [listed] transactions have failed or 
may fail to comply with the internal revenue laws.” 22 As of October 
2003, the IRS had published 27 listed transactions. 

In addition to statutory and regulatory requirements and prohi- 
bitions, federal courts have developed over the years a number of 
common law doctrines to identify and invalidate illegal tax shel- 
ters, including the economic substance,28 business purpose,29 sub- 
stance-over-form, 2 ° step transaction,2i and sham transaction 22 doc- 
trines. A study by the Joint Committee on Taxation concludes that 


24 Petition dated 10/14/03, “United States’ Ex Parte Petition for Leave to Serve IRS ‘John Doe’ 
Summons on Sidley Austin Brown & Wood,” (D.N.D. 111.), at f 8. 

25 /d. at ^ 11. See also “Background and Present Law Relating to Tax Shelters,” Joint Com- 
mittee on Taxation (JCX-19— 02), 3/19/02 (hereinafter “Joint Committee on Taxation report”), at 
33; GAO Testimony at 7. The other five categories of transactions subject to disclosure are trans- 
actions offered under conditions of confidentiality, including contractual protections to the “in- 
vestor”, resulting in specific amounts of tax losses, generating a tax benefit when the underlying 
asset is held only briefly, or generating differences between financial accounts and tax accounts 
greater than $10 million. GAO Testimony at 7. 

26 Petition dated 10/14/03, “United States’ Ex Parte Petition for Leave to Serve IRS ‘John Doe’ 
Summons on Sidley Austin Brown & Wood,” (D.N.D. 111.), at 11-12. 

27 /d. at f 16. 

28 See, e.g., Gregory v. Helvering, 293 U.S. 465 (1935); ACM Partnership v. Commissioner, 157 
F.3d 231 (3d Cir. 1998), cert, denied 526 U.S. 1017 (1999); Bail Bonds by Marvin Nelson, Inc. 
V. Commissioner, 820 F.2d 1543, 1549 (9th Cir. 1987) (“The economic substance factor involves 
a broader examination of . . . whether from an objective standpoint the transaction was likely 
to produce economic benefits aside from a tax deduction.”). 

29See, e.g., Gregory v. Helvering, 293 U.S. 465 (1935); Commissioner v. Transport Trading & 
Terminal Corp., 176 F.2d 570, 572 (2nd Cir. 1949), cert, denied 339 U.S. 916 (1949) (Judge 
Learned Hand) (“The doctrine of Gregory v. Helvering . . . means that in construing words of 
a tax statute which describe commercial or industrial transactions we are to understand them 
to refer to transactions entered upon for commercial or industrial purposes and not to include 
transactions entered upon for no other motive but to escape taxation.”) 

30 See, e.g., Weiss v. Steam, 265 U.S. 242, 254 (1924) (“Questions of taxation must be deter- 
mined by viewing what was actually done, rather than the declared purpose of the participants; 
and when applying the provisions of the Sixteenth Amendment and income laws . . . we must 
regard matters of substance and not mere form.”) 

31 See, e.g., Commissioner v. Court Holding Co., 324 U.S. 331, 334 (1945) (“The transaction 
must be viewed as a whole, and each step, from the commencement of negotiations to the con- 
summation of the sale, is relevant. A sale by one person cannot be transformed for tax purposes 
into a sale by another using the latter as a conduit through which to pass title.”); Palmer v. 
Commissioner, 62 T.C. 684, 692 (1974). 

32 See, e.g., Gregory v. Helvering, 293 U.S. 465 (1935); Rice’s Toyota World v. Commissioner, 
752 F.2d 89, 91-92 (4th Cir. 1985); United Parcel Service of America, Inc. v. Commissioner, 78 
T.C.M. 262 at n. 29 (1999), rev’d 254 F.3d 1014 (11th Cir. 2001) (“Courts have recognized two 
basic types of sham transactions. Shams in fact are transactions that never occur. In such 
shams, taxpayers claim deductions for transactions that have been created on paper but which 
never took place. Shams in substance are transactions that actually occurred but which lack the 
substance their form represents.”). 
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“[tjhese doctrines are not entirely distinguishable” and have been 
applied by courts in inconsistent ways.^s 

Bipartisan legislation to clarify and strengthen the economic sub- 
stance and business purpose doctrines, as well as other aspects of 
federal tax shelter law, has been developed by the Senate Finance 
Committee. This legislation has been twice approved by the Senate 
during the 108th Congress, but has yet to become law.^'* 

B. U.S. Tax Shelter Industry and Professional Organiza- 
tions 

Finding: The sale of potentially abusive and illegal 
tax shelters has become a lucrative business in the 
United States, and some professional firms such as 
accounting firms, banks, investment advisory 
firms, and law firms are major participants in the 
mass marketing of generic “tax products” to mul- 
tiple clients. 

Illegal tax shelters sold to corporations and wealthy individuals 
drain the U.S. Treasury of billions of dollars in lost tax revenues 
each year. According to GAO, a recent IRS consultant estimated 
that for the 6-year period, 1993-1999, the IRS lost on average be- 
tween $11 and $15 billion each year from abusive tax shelters. In 
actual cases closed between October 1, 2001, and May 6, 2003, in- 
volving just 42 large corporations, GAO reports that the IRS pro- 
posed abusive shelter-related adjustments for tax years, 1992 to 
2000, totaling more than $10.5 billion. ^6 GAO reports that an IRS 
database tracking unresolved, abusive tax shelter cases over a 
number of years estimates potential tax losses of about $33 billion 
from listed transactions and another $52 billion from nonlisted 
abusive transactions, for a combined total of $85 billion.^’^ 

GAO has also reported that IRS data provided in October 2003, 
identified about 6,400 individuals and corporations that had bought 
abusive tax shelters and other abusive tax planning products, as 
well as almost 300 firms that appear to have promoted them. 3* Ac- 
cording to GAO, as of June 2003, the IRS had approved investiga- 
tions of 98 tax shelter promoters, including some directed at ac- 
counting or law firms. 39 

IRS Commissioner Mark Everson testified at a recent Senate Fi- 
nance Committee hearing that: “A significant priority in the Serv- 
ice’s efforts to curb abusive transactions is our focus on pro- 
moters.” He stated, “The IRS has focused its attention in the 
area of tax shelters on accounting and law firms, among others. 
The IRS has focused on these firms because it believes that, in the 
instances in which the IRS has acted, these firms were acting as 
promoters of tax shelters, and not simply as tax or legal advisers.” 


33 Joint Committee on Taxation report at 7. 

34 See, e.g., S. 476, the CARE Act of 2003 (108th Congress, first session), section 701 et seq. 
35 GAO Testimony at 12. 

36 /d. at 11. 

37 /d. at 10. 

38 Id. at 11. 

39 /d. at 16. 

40 Testimony of Mark Everson, IRS Commissioner, before the Senate Committee on Finance, 
“Tax Shelters: Who’s Buying, Who’s Selling and What’s the Government Doing About It?” (10/ 
21/03), at 7. 
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Mr. Everson also described the latest generation of abusive tax 
shelters as complex, difficult-to-detect transactions developed by 
extremely sophisticated people: 

“The latest generation of abusive tax transactions has been 
facilitated by the growth of financial products and struc- 
tures whose own complexity and non-transparency have 
provided additional tools to allow those willing to design 
transactions intended to generate unwarranted tax bene- 
fits. . . . [AJbusive transactions that are used by corpora- 
tions and individuals present formidable administrative 
challenges. The transactions themselves can be creative, 
complex and difficult to detect. Their creators are often ex- 
tremely sophisticated, as are many of their users, who are 
often financially prepared and motivated to contest the 
Service’s challenges.” 

The Commissioner stated that due to the “growth in the volume 
of abusive transactions” and “a disturbing decline in corporate con- 
duct and governance,” among other factors, the IRS has enhanced 
its response to abusive transactions in general, and abusive tax 
shelters in particular. ^2 He said that the Office of Tax Shelter 
Analysis (OTSA), first established in February 2000 within the 
Large and Mid-Size Business Division, is continuing to lead IRS 
tax shelter efforts. He stated that, “OTSA plans, centralizes and co- 
ordinates LMSB’s tax shelter operations and collects, analyzes, and 
distributes within the IRS information about potentially abusive 
tax shelter activity.” ^3 Mr. Everson described a number of ongoing 
IRS tax shelter initiatives including efforts to increase enforcement 
resources, conduct promoter audits, enforce IRS document requests 
against accounting and law firms, implement global settlements for 
persons who used certain illegal tax shelters, develop proposed reg- 
ulations to improve tax opinion letters and ethics rules for tax pro- 
fessionals appearing before the IRS, and issue additional notices to 
identify illegal tax shelters. 

The Commissioner warned: 

“[AJbusive transactions can and will continue to pose a 
threat to the integrity of our tax administration system. 

We cannot afford to tolerate those who willfully promote or 
participate in abusive transactions. The stakes are too 
high and the effects of an insufficient response are too cor- 
rosive.” 

Professional organizations like accounting firms, banks, invest- 
ment advisers, and law firms are now key participants in the tax 
shelter industry. These firms specialize in producing tax shelters 
that utilize complex structured finance transactions, multi-million 
dollar loans, novel tax code interpretations, and expensive profes- 
sional services requiring highly skilled professionals. These firms 
routinely enlist assistance from other respected professional firms 


“i/d. at 2. 

at 3. 
■*3/d. at 8. 
■^Id. at 16. 
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and financial institutions to provide the accounting, investment, fi- 
nancing or legal services needed for the tax shelters to work. 

During the past 10 years, professional firms active in the tax 
shelter industry have expanded their role, moving from selling in- 
dividualized tax shelters to specific clients, to developing generic 
tax products and mass marketing them to existing and potential 
clients. No longer content with responding to client inquiries, these 
firms are employing the same tactics employed by disreputable, tax 
shelter hucksters: churning out a continuing supply of new and 
abusive tax products, marketing them with hard sell techniques 
and cold calls; and taking deliberate measures to hide their activi- 
ties from the IRS. 

VI. Four KPMG Case Histories 

A. KPMG In General 

KPMG International is one of the largest public accounting firms 
in the world, with over 700 offices in 152 countries. In 2002, it 
employed over 100,000 people and had worldwide revenues of $10.7 
billion. KPMG International is organized as a Swiss “non-operating 
association,” functions as a federation of partnerships around the 
globe, and maintains its headquarters in Amsterdam. 

KPMG LLP (hereinafter “KPMG”) is a U.S. limited liability part- 
nership and a member of KPMG International. KPMG is the third 
largest accounting firm in the United States, and generates more 
than $4 billion in annual revenues. KPMG was formed in 1987, 
from the merger of two long-standing accounting firms. Peat 
Marwick and Klynveld Main Goerdeler, along with their individual 
member firms. KPMG maintains its headquarters in New York and 
numerous offices in the United States and other countries. KPMG 
is run by a “Management Committee” made up of 15 individuals 
drawn from the firm’s senior management and major divisions."^® 
KPMG’s Chairman and CEO is Eugene O’Kelly, who joined KPMG 
in 1972, became partner in 1982, and was appointed Chairman in 
2002. KPMG’s Deputy Chairman is Jeffrey M. Stein, who was also 
appointed in 2002. From 2000 until 2002, Mr. Stein was the Vice 
Chairman for Tax heading KPMG’s Tax Services Practice, and 
prior to that he served as head of operations, or second in com- 
mand, of the Tax Services Practice. 

KPMG’s Tax Services Practice is a major division of KPMG. It 
provides tax compliance, tax planning, and tax return preparation 
services. The Tax Services Practice employs more than 10,300 tax 
professionals and generates approximately $1.2 billion in annual 
revenues for the firm. These revenues have been increasing rapidly 


The general information about KPMG is drawn from KPMG documents produced in connec- 
tion with the Subcommittee investigation; Internet websites maintained by KPMG LLP and 
KPMG International; and a legal complaint filed by the U.S. Securities and Exchange Commis- 
sion (SEC) in SEC v. KPMG LLP, Civil Action No. 03-CV-0671 (D.S.D.N.Y. 1/29/03), alleging 
fraudulent conduct by KPMG and certain KPMG audit partners in connection with audits of 
certain Xerox Corporation financial statements. 

“^^The 15 Management Committee members are the Chairman, Deputy Chairman, Chief Fi- 
nancial Officer, General Counsel, head of the Department of Professional Practice, head of the 
Department of Marketing and Communications, head of the Department of Human Resources, 
the two most senior officials in the Tax Services Practice, the two most senior officials in the 
Assurance Practice, and the most senior official in each of four industry-related “lines of busi- 
ness,” such as telecommunications and energy. Subcommittee interview of Jeffrey Stein (10/31/ 
03). 
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in recent years, including a 45% cumulative increase over 4 years, 
from 1998 to 2001.“^'^ The Tax Services Practice is headquartered in 
New York, has 122 U.S. offices, and maintains additional offices 
around the world. The current head of the Tax Service is Vice 
Chairman for Tax, Richard Smith. 

The Tax Services Practice has over two dozen subdivisions, of- 
fices, “practices” or “groups” which over the years have changed 
missions and personnel. Many have played key roles in developing, 
marketing, or implementing KPMG’s generic tax products, includ- 
ing the four products featured in this Report. One key group is the 
Washington National Tax Practice (WNT) which provides technical 
tax expertise to the entire KPMG firm. A WNT subgroup. The Tax 
Innovation Center, leads KPMG’s efforts to develop new generic tax 
products. Another key group is the Department of Professional 
Practice (DPP) for Tax, which, among other tasks, reviews and ap- 
proves all new KPMG tax products for sale to clients. KPMG’s Fed- 
eral Tax Practice addresses federal tax compliance and planning 
issues. KPMG’s Personal Financial Planning (PFP) Practice focuses 
on selling “tax-advantaged” products to high net worth individuals 
and large corporations.^® Through a subdivision known as the Cap- 
ital Transaction Services (CaTS) Practice, later renamed the Inno- 
vative Strategies (IS) Practice, PFP led KPMG’s efforts on FLIP, 
OPTS, and BLIPS. KPMG’s Stratecon Practice, which focuses on 
“business based” tax planning and tax products, led the firm’s ef- 
forts on SC2. Innovative Strategies and Stratecon were disbanded 
in 2002, and their tax professionals assigned to other groups. 

Several senior KPMG tax professionals interviewed by the Sub- 
committee staff, when asked to describe KPMG’s overall approach 
to tax services, indicated that the firm made a significant change 
in direction in the late 1990’s, when it made a formal decision to 
begin devoting substantial resources to developing and marketing 
tax products that could be sold to multiple clients. The Sub- 
committee staff was told that KPMG made this decision, in part, 
due to the success other accounting firms were experiencing in sell- 
ing tax products; in part, due to the large revenues earned by the 
firm from selling a particular tax product to banks; and, in part, 
due to new tax leadership that was enthusiastic about increasing 
tax product sales. Among other actions to carry out this decision, 
the firm established the Tax Innovation Center which was dedi- 
cated to generating new generic tax products. One senior KPMG 
tax professional told the Subcommittee staff that some KPMG part- 
ners considered it “important” for the firm to become an industry 
leader in producing generic tax products. He said that, of the many 
new products KPMG developed, some were “relatively plain va- 


Internal KPMG presentation dated 7/19/01, by Rick Rosenthal and Marsha Peters, entitled 
“Innovative Tax Solutions,” Bates XX 001340-50. A chart included in this presentation tracks 
increases in the Tax Service’s gross revenues from 1998 until 2001, showing a cumulative in- 
crease of more than 45% over the 4-year period, from 1998 gross revenues of $830 million to 
2001 gross revenues of $1.24 billion. 

Minutes dated 11/30/00, Monetization Solutions Task Force Teleconference, Bates KPMG 
0050624-29, at 50625. 

Document dated 5/18/01, “PFP Practice Reorganization Innovative Strategies Business 
Plan— DRAFT,” Bates KPMG 0050620-23, at 1. 

Stratecon appears to have been very active until its dissolution. See, e.g., email dated 4/ 
8/02, from Larry Manth to multiple KPMG tax professionals, “Stratecon Final Results for March 
2002,” Bates XX 001732 (depicting Stratecon’s March 2002 revenues and operating expenses). 

51 For information about this tax product, see Appendix C, “Sham Mutual Fund Investigation.” 
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nilla,” while others were “aggressive.” He said that the firm’s policy 
was to offer only tax products which met a “more likely than not” 
standard, meaning the product had a greater than 50 percent prob- 
ability of withstanding a challenge by the IRS, and that KPMG de- 
liberately chose a higher standard than required by the AICPA, 
which permits firms to offer tax products with a “realistic possi- 
bility of success,” or a one-in-three chance of withstanding an IRS 

challenge. 52 

In recent years, KPMG has become the subject of IRS, SEC, and 
state investigations and enforcement actions in the areas of tax, ac- 
counting fraud, and auditor independence. 53 These enforcement ac- 
tions include ongoing litigation by the IRS to enforce tax shelter re- 
lated document requests and a tax promoter audit of the firm; 
SEC, California, and New York investigations into a potentially 
abusive tax shelter involving at least 10 banks that are allegedly 
using sham mutual funds established on KPMG’s advice; SEC and 
Missouri investigations or enforcement actions related to alleged 
KPMG involvement in accounting fraud at Xerox Corporation or 
General American Mutual Holding Co.; and auditor independence 
concerns leading to an SEC censure of KPMG for investing in AIM 
mutual funds while AIM was an audit client, and to an ongoing 
SEC investigation of tax product client referrals from Wachovia 
Bank to KPMG while Wachovia was a KPMG audit client. In addi- 
tion, a number of taxpayers have filed suit against KPMG for alleg- 
edly selling them an illegal tax shelter or improperly involving 
them in work on illegal tax shelters. 

B. KPMG’s Tax Shelter Activities 

Finding: Although KPMG denies being a tax shel- 
ter promoter, the evidence establishes that KPMG 
has devoted substantial resources to, and obtained 
significant fees from, developing, marketing, and 
implementing potentially abusive and illegal tax 
shelters that U.S. taxpayers might otherwise have 
been unable, unlikely or unwilling to employ, cost- 
ing the Treasury billions of dollars in lost tax reve- 
nues. 

KPMG has repeatedly denied being a tax shelter promoter. 
KPMG has denied it in court when opposing IRS document re- 
quests for information related to tax shelters, 5^ and denied it in re- 
sponse to Subcommittee questions. KPMG has never registered any 
tax product with the IRS as a potentially abusive tax shelter. 

KPMG does not refer to any of its tax products as “tax shelters” 
and objects to using that term to describe its tax products. Instead, 
KPMG refers to its tax products as “tax solutions” or “tax strate- 
gies.” The KPMG Tax Services Manual defines a “tax solution” as 
“a tax planning idea, structure, or service that potentially is appli- 


52 KPMG’s policy is included in the KPMG Tax Services Manual — U.S., May 2002, KPMG 
Accounting & Reporting Publication, (hereinafter “KPMG Tax Services Manual”), §24.5.2, at 24- 
3. 

53 Brief summaries of some of these matters are included in Appendix C. 

54 See United States v. KPMG, Case No. 1:02MS00295 (D.D.C. 9/6/02), “Answer to Petition to 
Enforce Internal Revenue Summonses,” at ^ 1 (“KPMG asserts that it is not a tax shelter orga- 
nizer, but a professional firm whose tax professionals provide advice and counseling on a one- 
on-one basis to clients and prospective clients concerning the clients’ tax situations.”) 
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cable to more than one client situation and that is reasonable to 
believe will be the subject of leveraged deployment,” meaning sales 
to multiple clients. ^5 

In response to a Subcommittee inquiry, KPMG provided the Sub- 
committee with a list of over 500 “active tax products” designed to 
be offered to multiple clients for a fee.^® When the Subcommittee 
asked KPMG to identify the ten tax products that produced the 
most revenue for the firm in 2000, 2001, and 2002, KPMG denied 
having the ability to reliably track revenues associated with indi- 
vidual tax products and thus to identify with certainty its top rev- 
enue producers.^"^ To respond to the Subcommittee’s request, 
KPMG indicated that it had “undertaken a good faith, reasonable 
effort to estimate the tax strategies that were likely among those 
generating the most revenues in the years requested.”^* KPMG 
identified a total of 19 tax products that were top revenue-pro- 
ducers for the firm over the 3-year period. 

The Subcommittee staffs preliminary review of these 19 top rev- 
enue-producing tax products determined that six, OPTS, BLIPS, 
401(k)ACCEL, CARDS, CLAS, and CAMPUS, are either within the 
scope of “listed transactions” already determined by the IRS to be 
potentially abusive tax shelters or within the scope of IRS docu- 
ment requests in an ongoing IRS review of KPMG’s tax shelter ac- 
tivities. The Subcommittee determined that many, if not all, of 
the 19 tax products were designed to reduce the tax liability of cor- 
porations or individuals, and employed features such as structured 
transactions, complex accounting methods, and novel tax law inter- 
pretations, often found in illegal tax shelters. The Subcommittee 
staff briefly reviewed a number of other KPMG tax products as 
well and found that they, too, carried indicia of a potentially abu- 
sive tax shelter. 

KPMG insists that all of its tax products are the result of legiti- 
mate tax planning services. In legal pleadings seeking KPMG docu- 
ments, however, the IRS has stated that a number of KPMG’s tax 
products appear to be “tax shelters” and requested related docu- 
mentation to determine whether the firm is complying with federal 
tax shelter laws.®* The IRS specifically identified as “tax shelters” 
FLIP, OPTS, BLIPS, TRACT, IDV, 401(k) ACCEL, Contested Li- 
abilities, Economic Liability Transfer, CLAS, CAMPUS, MIDCO, 
certain “Tax Treaty” transactions, PICO, and FOCUS . ®2 The IRS 
also alleged that, according to information from a confidential 
source, “KPMG continues to hide from the IRS information about 
tax shelters it is now developing and marketing” and “KPMG con- 


55 KPMG Tax Services Manual, §24.1.1, at 24-1. 

56Untitled document, produced by KPMG on 2/10/03, Bates KPMG 0000009-91. 

57 See chart entitled, “Good Faith Estimate of Top Revenue-Generating Strategies,” attached 
to letter dated 4/22/03, from KPMG’s legal counsel to the Subcommittee, Bates iS^MG 0001801 
(“[Blecause each tax strategy is tailored to a client’s particular circumstances, the firm does not 
maintain any systematic, reliable method of recording revenues by tax product on a national 
basis, and therefore is unable to provide any definitive list or quantification of revenues for a 
‘top ten tax products’, as requested by the Subcommittee.”). 

58 /d. 

59 Compare 19 tax products listed in the chart produced by KPMG on 8/8/03, Bates KPMG 
0001801, to the tax products identified in United States v. KPMG, Case No. 1:02MS00295 
(D.D.C. 7/9/02), “Petition to Enforce Internal Revenue Service Summonses.” 

These tax products included OTHELLO, TEMPEST, RIPSS, and California REIT. 

United States v. KPMG, Case No. 1:02MS00295 {D.D.C. 7/9/02), “Petition to Enforce Internal 
Revenue Service Summonses.” 

^^Id. 
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tinues to develop and aggressively market dozens of possibly abu- 
sive tax shelters.” 

The Subcommittee staff selected three of KPMG’s 19 top revenue 
producing tax products for more intensive study, OPTS, BLIPS and 
SC2, as well as an earlier tax product, FLIP, which KPMG had 
stopped selling after 1999, but which was the precursor to OPTS 
and BLIPS, and the subject of lawsuits filed in 2002 and 2003, by 
persons claiming KPMG had sold them an illegal tax shelter. All 
four of these tax products were explicitly designed to reduce or 
eliminate the tax liability of corporations or individuals. Three, 
FLIP, OPTS, and BLIPS, have already been determined by the IRS 
to be illegal or potentially abusive tax shelters, and the IRS has pe- 
nalized taxpayers for using them. A number of these taxpayers 
have, in turn, sued KPMG for selling them illegal tax shelters. It 
is these four products that are featured in this Report. 

The dispute over whether KPMG sells benign “tax solutions” or 
illegal “tax shelters” is more than a linguistic difference; it goes to 
the heart of whether respected institutions like this one have 
crossed the line of acceptable conduct. Shedding light is a memo- 
randum prepared 5 years ago, in 1998, by a KPMG tax professional 
advising the firm not to register what was then a new tax product, 
OPTS, as a “tax shelter” with the IRS.®^ Here is the advice this tax 
professional gave to the second most senior Tax Services Practice 
official at KPMG: 

“For purposes of this discussion, I will assume that we will 
conclude that the OPTS product meets the definition of a 
tax shelter under IRC section 6111(c). 

“Based on this assumption, the following are my conclu- 
sions and recommendations as to why KPMG should make 
the business/strategic decision not to register the OPTS 
product as a tax shelter. My conclusions and resulting rec- 
ommendation [are] based upon the immediate negative im- 
pact on the Firm’s strategic initiative to develop a sustain- 
able tax products practice and the long-term implications 
of establishing ... a precedent in registering such a prod- 
uct. 

“First, the financial exposure to the Firm is minimal. 

Based upon our analysis of the applicable penalty sections, 
we conclude that the penalties would be no greater than 
$14,000 per $100,000 in KPMG fees. . . . For example, our 
average deal would result in KPMG fees of $360,000 with 
a maximum penalty exposure of only $31,000. 

“This further assumes that KPMG would bear 100 percent 
of the penalty. In fact . . . the penalty is joint and several 


United States v. KPMG, Case No. 1:02MS00295 (D.D.C. 7/9/02), “Declaration of Michael A. 
Halpert,” Internal Revenue Agent, at ^ 38. 

64See, e.g., Jacohoni v. KPMG, Case No. 6:02-CV-510 (M.D. Fla. 4/29/02) (OPIS); Swartz v. 
KPMG, Case No. C03-1252 (W.D. Wash. 6/6/03) (BLIPS); Thorpe v. KPMG, Case No. 5-030CV- 
68 (E.D.N.C. 1/27/03) (FLIP/OPIS). In addition, a KPMG tax professional has sued KPMG for 
defamation in “retaliation for the Plaintiffs refusal to endorse or participate in [KPMG’sl illegal 
activities and for his cooperation with government investigators.” Hamersley v. KPMG, Case No. 
BC297905 (Los Angeles Superior Court 6/23/03). 

Memorandum dated 5/26/98, from Gregg Ritchie to Jeffrey Stein, then head of operations 
in the Tax Services Practice, “OPIS Tax Shelter Registration,” Bates KPMG 0012031-33. Em- 
phasis in original. 
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with respect to anyone involved in the product who was re- 
quired to register. Given that, at a minimum, Presidio 
would also be required to register, our share of the pen- 
alties could be viewed as being only one-half of the 
amounts noted above. If other OPIS participants (e.g., 
Deut[s]che Bank, Brown & Wood, etc.) were also found to 
be promoters subject to the registration requirements, 
KPMG’s exposure would be further minimized. Finally, 
any ultimate exposure to the penalties are abatable if it 
can be shown that we had reasonable cause. . . . 

“To my knowledge, the Firm has never registered a prod- 
uct under section 6111. . . . 

“Third, the tax community at large continues to 
avoid registration of all products. Based upon my 
knowledge, the representations made by Presidio and 
Quadra, and Larry DeLap’s discussions with his counter- 
parts at other Big 6 firms, there are no tax products mar- 
keted to individuals by our competitors which are reg- 
istered. This includes income conversion strategies, loss 
generation techniques, and other related strategies. 

“Should KPMG decide to begin to register its tax products, 

I believe that it will position us with a severe competitive 
disadvantage in light of industry norms to such degree 
that we will not be able to compete in the tax advantaged 
products market. 

“Fourth, there has heen (and, apparently, continues 
to he) a lack of enthusiasm on the part of the Serv- 
ice to enforce section 6111. In speaking with KPMG in- 
dividuals who were at the Service . . . the Service has ap- 
parently purposefully ignored enforcement efforts related 
to section 6111. In informal discussions with individuals 
currently at the Service, WNT has confirmed that there 
are not many registration applications submitted and they 
do not have the resources to dedicate to this area. 

“Finally, the guidance from Congress, the Treasury, 
and the Service is minimal, unclear, and extremely 
difficult to interpret when attempting to apply it to 
‘tax planning’ products. . . . 

“I believe the rewards of a successful marketing of the 
OPIS product . . . far exceed the financial exposure to 
penalties that may arise. Once you have had an oppor- 
tunity to review this information, I request that we have 
a conference with the persons on the distribution list . . . 
to come to a conclusion with respect to my recommenda- 
tion. As you know, we must immediately deal with this 
issue in order to proceed with the OPIS product.” 

This memorandum assumes that OPIS qualifies as a tax shelter 
under federal law and then advocates that KPMG not register it 
with the IRS as required by law. The memorandum advises KPMG 
to knowingly violate the law requiring tax shelter registration, 
because the IRS is not vigorously enforcing the registration re- 
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quirement, the penalties for noncompliance are much less than the 
potential profits from the tax product, and “industry norms” are 
not to register any tax products at all. The memorandum warns 
that if KPMG were to comply with the tax shelter registration re- 
quirement, this action would place the firm at such a competitive 
disadvantage that KPMG would “not he able to compete in the tax 
advantaged products market.” 

The Subcommittee has learned that some KPMG tax profes- 
sionals agreed with this analysis,®® while other senior KPMG tax 
professionals provided the opposite advice to the firm.®^ but the 
head of the Tax Services Practice, the Vice Chairman for Tax, ulti- 
mately decided not to register the tax product as a tax shelter. 
KPMG authorized the sale of OPTS in the fall of 1998.®® Over the 
next 2 years, KPMG sold OPTS to more than 111 individuals. It 
earned fees in excess of $28 million, making OPTS one of KPMG’s 
top ten tax revenue producers in 2000. IQ^MG never registered 
OPTS as a tax shelter with the IRS. In 2001, the IRS issued Notice 
2001-45 declaring tax products like OPTS to be potentially abusive 
tax shelters. 

The following sections of this Report describe the systems, proce- 
dures, and corporate culture behind KPMG’s efforts to develop, 
market, and implement its tax products, as well as steps KPMG 
has taken to avoid detection of its activities by tax authorities and 
others. Each of these sections includes specific evidence drawn from 
the BLIPS, SC2, OPTS, and FLIP case histories. Appendices A and 
B provide more detailed descriptions of how BLIPS and SC2 
worked. 

(1) Developing New Tax Products 

Finding: KPMG devotes substantial resources and 
maintains an extensive infrastructure to produce 
a continuing supply of generic tax products to sell 
to multiple clients, using a process which pres- 
sures its tax professionals to generate new ideas, 
move them quickly through the development proc- 
ess, and approve, at times, potentially abusive or 
illegal tax shelters. 

KPMG prefers to describe itself as a tax advisor that responds 
to client inquiries seeking tax planning services to structure legiti- 
mate business transactions in a tax efficient way. The Sub- 
committee investigation has determined, however, that KPMG has 
also developed and supports an extensive internal infrastructure of 
offices, programs, and procedures designed to churn out a con- 
tinuing supply of new tax products unsolicited by a specific client 
and ready for mass marketing. 

Drive to Produce New Tax Products. In 1997, KPMG estab- 
lished the Tax Innovation Center, whose sole mission is to push the 


^^See, e.g., email dated 5/26/98, from Mark Springer to multiple KPMG tax professionals, “Re: 
OPIS Tax Shelter Registration,” Bates KPMG 0034971 (“I would still concur with Gregg’s rec- 
ommendation. ... I don’t think we want to create a competitive DISADVANTAGE, nor do we 
want to lead with our chin.” Emphasis in original.) 

Lawrence DeLap, then DPP head, told the Subcommittee he had advised the firm to register 
OPIS as a tax shelter. Subcommittee interview of Lawrence DeLap (10/30/03). 

^^See email dated 11/1/98, from Larry DeLap to William Albaugh and other KPMG tax profes- 
sionals, “OPIS,” Bates KPMG 0035702. 
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development of new KPMG tax products. Located within the Wash- 
ington National Tax (WNT) Practice, the Center is staffed with 
about a dozen full-time employees and assisted by others who work 
for the Center on a rotating basis. A 2001 KPMG overview of the 
Center states that “[t]ax [sjolution development is one of the four 
priority activities of WNT” and “a significant percentage of WNT 
resources are dedicated to [t]ax [sjolution development at any given 
time.” ® 

Essentially, the Tax Innovation Center works to get KPMG tax 
professionals to propose new tax product ideas and then provides 
administrative support to develop the proposals into approved tax 
products and move them successfully into the marketing stage. As 
part of this effort, the Center maintains a “Tax Services Idea 
Bank” which it uses to drive and track new tax product ideas. The 
Center asks KPMG tax professionals to submit new ideas for tax 
products on “Idea Submission Forms” or “Tax Knowledge Sharing” 
forms with specified information on how the proposed tax product 
would work and who would be interested in buying it.'^o The Idea 
Submission Form asks the submitter to explain, for example, “how 
client savings are achieved,” “the tax, business, and financial state- 
ment benefits of the idea,” and “the revenue potential of this idea,” 
including “key target markets,” “the typical buyer,” and an esti- 
mated “average tax fee per engagement.” 

In recent years, the Center has established a firm-wide, numer- 
ical goal for new tax idea submissions and applied ongoing pres- 
sure on KPMG tax professionals to meet this goal. For example, in 
2001, the Center established this overall objective: “Goal: Deposit 
150 New Ideas in Tax Services Idea Bank.”^i On May 30, 2001, the 
Center reported on the Tax Services’ progress in meeting this goal 
as part of a larger power-point presentation on “year-end results” 
in new tax solutions and ideas development. For each of 12 KPMG 
“Functional Groups” within the Tax Services Practice, a one-page 
chart shows the precise number of “Deposits,” “Expected Deposits,” 
and “In the Pipeline” ideas which each group had contributed or 
were expected to contribute to the Tax Services Idea Bank. For ex- 
ample, the chart reports the total number of new ideas contributed 
by the e-Tax Group, Insurance Group, Passthrough Group, Per- 
sonal Financial Planning Group, State and Local Tax (SALT) 
Group, Stratecon, and others. It shows that SALT had contributed 
the most ideas at 32, while e-Tax had contributed the least, having 
deposited only one new idea. It shows that, altogether, the groups 
had deposited 122 new ideas in the idea bank, with 38 more ex- 
pected, and 171 “in the pipeline.” 

In addition to reporting on the number of new ideas generated 
during the year, the Center reported on its efforts to measure and 
improve the profitability of the tax product development process. 
The year-end presentation reported, for example, on the Tax Inno- 
vation Center’s progress in meeting its goal to “Measure Solution 
Profitability,” noting that the Center had developed software sys- 


69 “Tax Innovation Center Overview,” Solution Development Process Manual (4/7/01), prepared 
by the KPMG Tax Innovation Center (hereinafter “TIC Manual”), at i. 

■70 “TIC Solution Development Process,” TIC Manual at 6. 

■71 KPMG presentation dated 5/30/01, “Tax Innovation Center Solution and Idea Develop- 
ment — Year-End Results,” Bates XX 001755—56, at 4. 
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terns that “captured solution development costs and revenue” and 
“[pjrepared quarterly Solution Profitability reports.” It also dis- 
cussed progress in meeting a goal to “Increase Revenue from Tax 
Services Idea Bank.” Among other measures, the Center proposed 
to “[s]et deployment team revenue goals for all solutions.” 

Development and Approval Process. Once ideas are depos- 
ited into the Tax Services Idea Bank, KPMG has devoted substan- 
tial resources to transforming the more promising ideas into ge- 
neric tax products that could be sold to multiple clients. 

KPMG’s development and approval process for new tax products 
is described in its Tax Services Manual and Tax Innovations Cen- 
ter Manual. Essentially, the process consists of three stages, each 
of which may overlap with another. In the first stage, the new tax 
idea undergoes an initial screening “for technical and revenue po- 
tential.” This initial analysis is supposed to be provided by a 
“Tax Lab” which is a formal meeting, arranged by the Tax Innova- 
tions Center, of six or more KPMG tax experts specializing in the 
tax issues or industry affected by the proposed product.'^'^ Prom- 
ising proposals are also assigned one or more persons, sometimes 
referred to as “National Development Champions” or “Development 
Leaders,” to assist in the proposal’s initial analysis and, if war- 
ranted, shepherd the proposal through the full KPMG approval 
process. For example, the lead tax professional who moved BLIPS 
through the development and approval process was Jeffrey 
Eischeid, assisted by Randall Bickham, while for SC2, the lead tax 
professional was Lawrence Manth, assisted by and later succeeded 
by Andrew Atkin. 

If a proposal survives the initial screening, in the second stage, 
it must undergo a thorough review by the Washington National 
Tax Practice (“WNT review”), which is responsible for determining 
whether the product meets the technical requirements of existing 
tax law.^5 WNT personnel often spend significant time identifying 
and searching for ways to resolve problems with how the proposed 
product is structured or is intended to be implemented. The WNT 
review must also include analysis of the product by the WNT Tax 
Controversy Services group “to address tax shelter regulations 
issues.”'^® WNT must “sign-off” on the technical merits of the pro- 
posal for it to be approved for sale to clients. 

In the third and final stage, the product must undergo review 
and approval by the Department of Practice and Professionalism 
(“DPP review”). The DPP review must determine that the product 


■^2 KPMG Tax Services Manual, Chapter 24, pages 24-1 to 24-7. 

23 TIC Manual at 5. 

24 The TIC Manual states that a Tax Lab is supposed to evaluate “the technical viability of 
the idea, the idea’s revenue generation potential above the Solution Revenue threshold, and a 
business case for developing the solution, including initial target list, marketing considerations, 
and preliminary technical analysis.” TIC Manual at 5. 

25 In an earlier version of KPMG’s tax product review and approval procedure, WNT did not 
have a formal role in the development and approval process, according to senior tax profes- 
sionals interviewed by the Subcommittee. This prior version of the process, which was appar- 
ently the first, firm-wide procedure established to approve new generic tax products, was estab- 
lished in 1997, and operated until mid 1998. In it, a three-person Tax Advantaged Product Re- 
view Board, whose members were appointed by and included the head of DPP-Tax, conducted 
the technical review of new proposals. In 1998, when this responsibility was assigned to the 
WNT, the Board was disbanded. The earlier process was used to approve the sale of FLIP and 
OPIS, while the existing procedure was used to approve the sale of BLIPS and SC2. Sub- 
committee interview of Lawrence DeLap (10/30/03). 

26 KPMG Tax Services Manual, §24.4.1, at 24-2. 
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not only complies with the law, but also meets KPMG’s standards 
for “risk management and professional practice.” This latter re- 
view includes consideration of such matters as the substantive con- 
tent of KPMG tax opinion and client engagement letters, disclo- 
sures to clients of risks associated with a tax product, the need for 
any confidentiality or marketing restrictions, how KPMG fees are 
to be structured, whether auditor independence issues need to be 
addressed, and the potential impact of a proposed tax product on 
the firm’s reputation."^* 

Each of the three stages takes time, and the entire development 
and approval process can consume 6 months or longer. The process 
is labor-intensive, since it requires tax professionals to examine the 
suggested product, which is often quite complex, identify various 
tax issues, and suggest solutions to problems. The process often in- 
cludes consultations with outside professionals, not only on tax 
issues, but also on legal, investment, accounting, and finance 
issues, since many of the products require layers of corporations, 
trusts, and special purpose entities; complex financial and securi- 
ties transactions using arcane financial instruments; and multi- 
million-dollar lending transactions, all of which necessitate expert 
guidance, detailed paperwork, and logistical support. 

The KPMG development and approval process is intended to en- 
courage vigorous analysis and debate by the firm’s tax experts over 
the merits of a proposed tax product and to produce a determina- 
tion that the product complies with current law and does not im- 
pose excessive financial or reputational risk for the firm. All KPMG 
personnel interviewed by the Subcommittee indicated that the final 
approval that permitted a new tax product to go to market was 
provided by the head of the DPP. KPMG’s Tax Services Manual 
states that the DPP “generally will not approve a solution unless 
the appropriate WNT partner(s)/principal(s) conclude that it is at 
least more likely than not that the desired tax consequences of the 
solution will be upheld if challenged by the appropriate taxing au- 
thority.”"^® KPMG defines “more likely than not” as a “greater than 
50 percent probability of success if [a tax product is] challenged by 
the IRS.”*o KPMG personnel told the Subcommittee that the 
WNT’s final sign-off on the technical issues had to come before the 
DPP would provide its final sign-off allowing a new tax product to 
go to market. 

Once approved, KPMG procedures required a new tax product to 
be accompanied by a number of documents before its release for 
sale to clients, including an abstract summarizing the product; a 
standard engagement letter for clients purchasing the product; an 
electronic powerpoint presentation to introduce the product to other 
KPMG tax professionals; and a “whitepaper” summarizing the 
technical tax issues and their resolution. In addition, to “launch” 


77/d, §24.5.2, at 24-3. 

SulDcommittee interview of Lawrence DeLap (10/30/03). The Subcommittee staff was told 
that, since 1997, DPP-Tax has had very limited resources to conduct its new product reviews. 
Until 2002, for example, DPP-Tax had a total of less than ten employees; in 2003, the number 
increased to around or just above 20. In contrast, DPP-Assurance, which oversees professional 
practice issues for KPMG audit activity, has well over 100 employees. 

KPMG Tax Services Manual, §24.5.2, at 24-3. 

80/d., §41.19.1, at 41-10. 

81 /d., §24.4.2, at 24-2. See also TIC Manual at 10. 
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the new product within KPMG, the Tax Innovation Center is sup- 
posed to prepare a “Tax Solution Alert” which serves “as the official 
notification” that the tax product is available for sale to clients. *2 
This Alert is supposed to include a “digest” summarizing the prod- 
uct, a list of the KPMG “deployment team” members responsible 
for “delivering” the product to market, pricing information, and 
marketing information such as a “Solution Profile” of clients who 
would benefit from the tax product and “Optimal Target Character- 
istics” and the expected “Typical Buyer” of the product. The four 
case histories demonstrated that KPMG personnel sometimes, but 
not always, complied with the paperwork required by its proce- 
dures. For example, while SC2 was the subject of a “Tax Solution 
Alert,” BLIPS was not. 

In addition to or in lieu of the required “whitepaper” explaining 
KPMG’s position on key technical issues, KPMG often prepared a 
“prototype” tax opinion letter laying out the firm’s analysis and 
conclusions regarding the tax consequences of the new tax prod- 
uct. KPMG defines a “tax opinion” as “any written advice on the 
tax consequences of a particular issue, transaction or series of 
transactions that is based upon specific facts and/or representa- 
tions of the client and that is furnished to the client or another 
party in a letter, a whitepaper, a memorandum, an electronic or 
facsimile communication, or other form.”^'^ The tax opinion letter 
includes, at a minimum under KPMG policy, a statement of the 
firm’s determination that, if challenged by the IRS, it was “more 
likely than not” that the desired tax consequences of the new tax 
product would be upheld in court. The prototype tax opinion letter 
is intended to serve as a template for the tax opinion letters actu- 
ally sent by KPMG to specific clients for a fee. 

In addition to preparing its own tax opinion letter, in some cases 
KPMG seeks an opinion letter from an outside party, such as a law 
firm, to provide an “independent” second opinion on the validity of 
the tax product. KPMG made arrangements to obtain favorable 
legal opinion letters from an outside law firm in each of the case 
studies examined by the Subcommittee. 

The tax product development and approval process just described 
is the key internal procedure at KPMG today to determine whether 
the firm markets benign tax solutions that comply with the law or 
abusive tax shelters that do not. The investigation conducted by 
the Subcommittee found that, in the case of FLIP, OPIS, BLIPS, 
and SC2, KPMG tax professionals were under pressure not only to 
develop the new products quickly, but also to approve products that 
the firm’s tax experts knew were potentially illegal tax shelters. In 
several of these cases, top KPMG tax experts participating in the 
review process expressed repeated concerns about the legitimacy of 
the relevant tax product. Despite these concerns, all four products 
were approved for sale to clients. 


82 TIC Manual at 10. 

83 KPMG Tax Services Manual, §41.17.1, at 41-8. 

84/(i., §41.15.1, at 41-8. A KPMG tax opinion often addresses all of the legal issues related 
to a new tax product and provides an overall assessment of the tax consequences of the new 
product. See, e.g., KPMG tax opinion on BLIPS. Other KPMG tax opinions address only a lim- 
ited number of issues related to a new tax product and may provide different levels of assurance 
on the tax consequences of various aspects of the same tax product. See, e.g., KPMG tax opin- 
ions related to SC2. 



177 


BLIPS Development and Approval Process. The develop- 
ment and approval process resulting in the marketing of the BLIPS 
tax product to 186 individuals illustrates how the KPMG process 
works. BLIPS was first proposed as a KPMG tax idea in late 

1998, and the generic tax product was initially approved for sale 
in May 1999. The product was finally approved for sale in August 

1999, after the transactional documentation required by the BLIPS 
transactions was completed. One year later, in September 2000, the 
IRS issued Notice 2000-44, determining that BLIPS and other, 
similar tax products were potentially abusive tax shelters and tax- 
payers who used them would be subject to enforcement action.®® 
After this notice was issued, KPMG discontinued sales of the prod- 
uct. 

Internal KPMG emails disclose an extended, unresolved debate 
among WNT and DPP tax professionals over whether BLIPS met 
the technical requirements of federal tax law, a debate which con- 
tinued even after BLIPS was approved for sale. Several outside 
firms were also involved in BLIPS’ development including Sidley 
Austin Brown & Wood, a law firm, and Presidio Advisory Services, 
an investment advisory firm run by two former KPMG tax part- 
ners. Key documents at the beginning and during a key 2-week pe- 
riod of the BLIPS approval process are instructive. 

BLIPS was first proposed in late 1998, as a replacement product 
for OPTS, which had earned KPMG substantial fees. From the be- 
ginning, senior tax leadership put pressure on KPMG tax profes- 
sionals to quickly approve the new product for sale to clients. For 
example, after being told that a draft tax opinion on BLIPS had 
been sent to WNT for review and “we can reasonably anticipate 
‘approval’ in another month or so,”®"^ the head of the entire Tax 
Services Practice wrote: 


“Given the marketplace potential of BLIPS, I think a 
month is far too long — especially in the spirit of ‘first to 
market’. I’d like for all of you, within the bounds of good 
professional judgement, to dramatically accelerate this 
timeline. ... I’d like to know how quickly we can get this 
product to market.” ®® 


Five days later, the WNT technical expert in charge of Personal 
Financial Planning (PFP) tax products — who had been assigned re- 
sponsibility for moving the BLIPS product through the WNT re- 
view process and was under instruction to keep the head of the Tax 
Services Practice informed of BLIPS’ status — wrote to several col- 
leagues asking for a “progress report.” He added a postcript: “P.S. 
I don’t like this pressure any more than you do.” ®® 


®5See Appendix A for more information about BLIPS. 

86 IRS Notice 2000-44 (2000-36 IRB 255) (9/5/00). 

87 Email dated 2/9/99, from Jeffrey Eischeid to John Banning, Doug Ammerman, Mark Watson 
and Larry DeLap, “BLIPS,” Bates MTW 0001. 

88 Email dated 2/10/99, from John Banning to multiple KPMG tax professionals, “RE: BLIPS,” 
Bates MTW 0001. See also memorandum dated 2/11/99, from Jeffrey Zysik of TIC to “Distribu- 
tion List,” Bates MTW 0002 (“As each of you is by now aware, a product with a very high profile 
with the tax leadership recently was submitted to WNT/Tax Innovation Center. We are charged 
with shepherding this product through the WNT ‘productization’ and review process as rapidly 
as possible.”) 

89 Email dated 2/15/99, from Mark Watson to multiple KPMG tax professionals, “BLIPS 
Progress Report,” Bates MTW 0004. 
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A few days later, on February 19, 1999, almost a dozen WNT tax 
experts held an initial meeting to discuss the technical issues in- 
volved in BLIPS. ^0 Six major issues were identified, the first two 
of which posed such significant technical hurdles that, according to 
the WNT PFP technical reviewer, most participants, including him- 
self, left the meeting thinking the product was “dead.”®i Some of 
the most difficult technical questions, including whether the BLIPS 
transactions had economic substance, were assigned to two of 
WNT’s most senior tax partners who, despite the difficulty, took 
just 2 weeks to determine, on March 5, that their technical con- 
cerns had been resolved. The WNT PFP technical reviewer contin- 
ued to work on other technical issues related to the project. Almost 
2 months later, on April 27, 1999, he sent an email to the head of 
DPP stating that, with respect to the technical issues assigned to 
him, he would be comfortable with WNT’s issuing a more-likely- 
than-not opinion on BLIPS. 

Three days later, at meetings held on April 30 and May 1, a 
number of KPMG tax professionals working on BLIPS attended a 
meeting with Presidio to discuss how the investments called for by 
the product would actually be carried out. The WNT PFP technical 
reviewer told the Subcommittee staff that, at these meetings, the 
Presidio representative made a number of troubling comments that 
led him to conclude that the review team had not been provided all 
of the relevant information about how the BLIPS transactions 
would operate, and re-opened concerns about the technical merits 
of the product. For example, he told the Subcommittee staff that 
a Presidio representative had commented that “the probability of 
actually making a profit from this transaction is remote” and the 
bank would have a “veto” over how the loan proceeds used to fi- 
nance the BLIPS deal would be invested. In his opinion, these 
statements, if true, meant the investment program at the heart of 
the BLIPS product lacked economic substance and business pur- 
pose as required by law. 

On May 4, 1999, the WNT PFP technical reviewer wrote to the 
head of the DPP expressing doubts about approving BLIPS: 

“Larry, while I am comfortable that WNT did its job re- 
viewing and analyzing the technical issues associated with 
BLIPS, based on the BLIPS meeting I attended on April 
30 and May 1, I am not comfortable issuing a more-likely- 
than-not opinion letter [with respect to] this product for 
the following reasons: 

“. . . [T]he probability of actually making a profit from 
this transaction is remote (possible, but remote); 

“The bank will control how the ‘loan’ proceeds are in- 
vested via a veto power over Presidio’s investment 
choices; and 

“It appears that the bank wants the ‘loan’ repaid within 
approximately 60 days. . . . 


“Meeting Summary” for meeting held on 2/19/99, Bates MTW 0009. 
91 Subcommittee interview of Mark Watson (11/4/03). 
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“Thus, I think it is questionable whether a client’s rep- 
resentation [in a tax opinion letter] that he or she believed 
there was a reasonable opportunity to make a profit is a 
reasonable representation. Even more concerning, how- 
ever, is whether a loan was actually made. If the bank con- 
trols how the loan proceeds are used and when they are 
repaid, has the bank actually made a bona fide loan? 

“I will no doubt catch hell for sending you this message. 
However, until the above issues are resolved satisfactorily, 

I am not comfortable with this product.” 

The DPP head responded: “It is not clear to me how this com- 
ports with your April 27 message [expressing comfort with BLIPS], 
but because this is a PEP product and you are the chief PEP tech- 
nical resource, the product should not be approved if you are un- 
comfortable.” The WNT PEP technical reviewer responded that 
he had learned new information about how the BLIPS investments 
would occur, and it was this subsequent information that had 
caused him to reverse his position on issuing a tax opinion letter 
supporting the product. ^4 

On May 7, 1999 the head of DPP forwarded the WNT PEP tech- 
nical expert’s email to the leadership of the tax group and noted: 
“I don’t believe a PEP product should be approved when the top 
PEP technical partner in WNT believes it should not be ap- 
proved.” 

On May 8, 1999, the head of KPMG’s Tax Services Practice 
wrote: “I must say that I am amazed that at this late date (must 
now be six months into this process) our chief WNT PEP technical 
expert has reached this conclusion. I would have thought that 
Mark would have been involved in the ground floor of this process, 
especially on an issue as critical as profit motive. What gives? This 
appears to be the antithesis of ‘speed to market.’ Is there any 
chance of ever getting this product off the launching pad, or should 
we simply give up???” ^*5 

On May 9, one of the senior WNT partners supporting BLIPS 
sent an email to one of the WNT technical reviewers objecting to 
BLIPS and asked him: “Based on your analysis ... do you con- 
clude that the tax results sought by the investor are NOT ‘more 


92 Email dated 5/4/99, from Mark Watson to Larry DeLap, Bates KPMG 0011916. 

93 Email dated 5/5/99, from Larry DeLap to Mark Watson, Bates KPMG 0011916. 

94 Email dated 5/5/99, from Mark Watson to Larry DeLap, Bates KPMG 0011915-16. Mr. Wat- 
son was not the only KPMG tax professional expressing serious concerns about BLIPS. See, e.g., 
email dated 4/6/99, from Steven Rosenthal to Larry DeLap, “RE: BLIPS,” Bates MTW 0024; 
email dated 4/26/99, from Steven Rosenthal to Larry DeLap, “RE: BLIPS Analysis,” Bates MTW 
0026; email dated 5/7/99, from Steven Rosenthal to multiple KPMG professionals, “Who Is the 
Borrower in the BLIPS transaction,” Bates MTW 0028; email dated 8/19/99, from Steven Rosen- 
thal to Mark Watson, Bates SMR 0045. 

95 Email dated 5/7/99, from Larry Delap to three KPMG tax professionals, with copies to John 
Lanning, Vice Chairman of the Tax Services Practice, and Jeffrey Stein, second in command of 
the Tax Services Practice, Bates KPMG 0011905. In the same email he noted that another tech- 
nical expert, whom he had asked to review critical aspects of the project, had “informed me on 
Tuesday afternoon that he had substantial concern with the ‘who is the borrower’ issuer [sicl.” 
Later that same day. May 7, the two WNT technical reviewers expressing technical concerns 
about BLIPS met with the two senior WNT partners who had earlier signed off on the economic 
substance issue, to discuss the issues. 

96 Email dated 5/8/99, from John Lanning to four KPMG tax professionals. Bates KPMG 
0011905. 
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likely than not’ to be realized?” The technical reviewer responded: 
“Yes.” 97 

On May 10, the head of the WNT sent an email to five WNT tax 
professionals: 

“Gentlemen: Please help me on this. Over the weekend 
while thinking about WNT involvement in BLIPS I was 
under the impression that we had sent the transaction for- 
ward to DPP Tax on the basis that everyone had signed 
off on their respective technical issues(s) and that I had 
signed off on the overall more likely than not opinion. If 
this impression is correct, why are we revisiting the opin- 
ion other than to beef up the technical discussion and fur- 
ther refine the representations on which the conclusions 
are based. I am very troubled that at this late date the 
issue is apparently being revisited and if I understand cor- 
rectly, a prior decision changed on this technical issue?! 
Richard, in particular, jog my memory on this matter since 
I based my overall opinion on the fact that everyone had 
signed off on their respective areas.?” 9^ 

A few hours later, the head of WNT sent eight senior KPMG tax 
professionals, including the Tax Services Practice head, DPP head, 
and the WNT PFP technical reviewer, a long email message urging 
final approval of BLIPS. He wrote in part: 

“Many people have worked long and hard to craft a tax 
opinion in the BLIPS transaction that satisfies the more 
likely than not standard. I believed that we in WNT had 
completed our work a month ago when we forwarded the 
[draft] opinion to Larry. . . . 

“[TJhis is a classic transaction where we can labor over the 
technical concerns, but the ultimate resolution — if chal- 
lenged by the IRS — will be based on the facts (or lack 
thereofi. In short, our opinion is only as good as the factual 
representations that it is based upon. . . . The real ‘rubber 
meets the road’ will happen when the transaction is sold 
to investors, what the investors’ actual motive for invest- 
ing the transaction is and how the transaction actually 
unfolds. . . . Third, our reputation will be used to market 
the transaction. This is a given in these types of deals. 
Thus, we need to be concerned about who we are getting 
in bed with here. In particular, do we believe that Presidio 
has the integrity to sell the deal on the facts and represen- 
tations that we have written our opinion on?! . . . 

“Having said all the above, I do believe the time has come 
to shit and get off the pot. The business decisions to me 
are primarily two: (1) Have we drafted the opinion with 
the appropriate limiting bells and whistles . . . and (2) 

Are we being paid enough to offset the risks of potential 
litigation resulting from the transaction? . . . My own rec- 


Email exchange dated 5/9/99, between Richard Smith and Steven Rosenthal, Bates SMR 
0025 and SMR 0027. 

Email dated 5/10/99, from Philip Wiesner to multiple WNT tax professionals, Bates MTW 
0031. 
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ommendation is that we should he paid a lot of money here 
for our opinion since the transaction is clearly one that the 
IRS would view as falling squarely within the tax shelter 
orbit. . . .”^9 

Later the same day, the Tax Services operations head wrote in 
response to the email from the WNT head: “I think it’s shit OR get 
off the pot. I vote for shit.” 

The same day, the WNT PFP technical reviewer wrote to the 
head of the Tax Services Practice: “John, in my defense, my change 
in heart about BLIPS was based on information Presidio disclosed 
to me at a meeting on May 1. This information raised serious con- 
cerns in my mind about the viability of the transaction, and indi- 
cated that WNT had not been given complete information about 
how the transaction would be structured. ... I want to make 
money as much as you do, but I cannot ignore information that 
raises questions as to whether the subject strategy even works. 
Nonetheless, I have sent Randy Bickham four representations that 
I think need to be added to our opinion letter. Assuming these rep- 
resentations are made, I am prepared to move forward with the 
strategy.” loi 

A meeting was held on May 10, to determine how to proceed. The 
WNT head, the senior WNT partner, and the two WNT technical 
reviewers decided to move forward on BLIPS, and the WNT head 
asked the technical reviewers to draft some representations that, 
when relied upon, would enable the tax opinion writers to reach a 
more likely than not opinion. The WNT head reported the outcome 
of the meeting in an email: 

“The group of Wiesner, R Smith, Watson and Rosenthal 
met this afternoon to bring closure to the remaining tech- 
nical tax issues concerning the BLIPS transaction. After a 
thorough discussion of the profit motive and who is the 
borrower issue, recommendations for additional represen- 
tations were made (Mark Watson to follow up on with Jeff 
Eischeid) and the decision by WNT to proceed on a more 
likely than not basis affirmed. Concern was again ex- 
pressed that the critical juncture will be at the time of the 
first real tax opinion when the investor, bank and Presidio 
will be asked to sign the appropriate representations. Fi- 
nally, it should be noted that Steve Rosenthal expressed 
his dissent on the who is the investor issue, to wit, ‘al- 
though reasonable people could reach an opposite result, 
he could not reach a more likely than not opinion on that 
issue’.” 

After receiving this email, the DPP head sent an email to the 
WNT PFP technical reviewer asking whether he would be com- 


Email dated 5/10/99, from Philip Wiesner to John Lanning and eight other KPMG tax pro- 
fessionals, “RE: BLIPS,” Bates KPMG 0011904. See also email response dated 5/10/99, from 
John Lanning to Philip Wiesner and other KPMG tax professionals, “RE: BLIPS,” Bates MTW 
0036 (“you’ve framed the issues well”). 

Email dated 5/10/99, from Jeffrey Stein to Philip Weisner and others. Bates KPMG 
0011903. 

101 Email dated 5/10/99, from Mark Watson to John Lanning and others, “FW: BLIPS,” Bates 
MTW 0039 (Emphasis in original.). 

102 Email dated 5/10/99, from Philip Wiesner to multiple KPMG tax professionals. Bates 
KPMG 0009344. 
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fortable with KPMG’s issuing a tax opinion supporting BLIPS. The 
WNT PFP technical reviewer wrote: “Larry, I don’t like this prod- 
uct and would prefer not to he associated with it. However, if the 
additional representations I sent to Randy on May 9 and 10 are in 
fact made, based on Phil Wiesner’s and Richard Smith’s input, I 
can reluctantly live with a more-likely-than-not opinion being 
issued for the product.” 

The DPP head indicated to the Subcommittee staff that he did 
not consider this tepid endorsement sufficient for him to sign off on 
the product. He indicated that he then met in person with his su- 
perior, the head of the Tax Services Practice, and told the Tax 
Services Practice head that he was not prepared to approve BLIPS 
for sale. He told the Subcommittee staff that the Tax Services Prac- 
tice head was “not pleased” and instructed him to speak again with 
the technical reviewer. 

The DPP head told the Subcommittee staff that he then went 
back to the WNT PFP technical reviewer and telephoned him to 
discuss the product. The DPP head told the Subcommittee staff 
that, during this telephone conversation, the technical reviewer 
made a much clearer, oral statement of support for the product, 
and it was only after obtaining this statement from the technical 
reviewer that, on May 19, 1999, the DPP head approved BLIPS for 
sale to clients. 105 The WNT PFP technical reviewer, however, told 
the Subcommittee staff that he did not remember receiving this 
telephone call from the DPP head. According to him, he never, at 
any time after the May 1 meeting, expressed clear support for 
BLIPS’ approval. He also stated that an oral sign-off on this prod- 
uct contradicted the DPP head’s normal practice of requiring writ- 
ten product approvals. 106 

Over the course of the next year, KPMG sold BLIPS to 186 indi- 
viduals and obtained more than $50 million in fees, making BLIPS 
one of its highest revenue-producing tax products to date. 

The events and communications leading to BLIPS’ approval for 
sale are troubling and revealing for a number of reasons. First, 
they show that senior KPMG tax professionals knew the proposed 
tax product, BLIPS, was “clearly one that the IRS would view as 
falling squarely within the tax shelter orbit.” Second, they show 
how important “speed to market” was as a factor in the review and 
approval process. Third, they show the interpersonal dynamics 
that, in this case, led KPMG’s key technical tax expert to reluc- 
tantly agree to approve a tax product that he did not support or 
want to be associated with, in response to the pressure exerted by 
senior Tax Services professionals to approve the product for sale. 

The email exchange immediately preceding BLIPS’ approval for 
sale also indicates a high level of impatience by KPMG tax profes- 
sionals in dealing with new, troubling information about how the 
BLIPS investments would actually be implemented by the outside 
investment advisory firm. Presidio. Questions about this outside 
firm’s “integrity” and how it would perform were characterized as 
questions of risk to KPMG that could be resolved with a pricing ap- 


103 Email dated 5/11/99, from Mark Watson, WNT, to Lawrence DeLap, Bates KPMG 0011911. 

104 Subcommittee interview of Lawrence DeLap (10/30/03). 

105 M 

106 Subcommittee interview of Mark Watson (11/4/03). 
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proach that provided sufficient funds “to offset the risks of poten- 
tial litigation.” Finally, the email exchange shows that the partici- 
pants in the approval process — all senior KPMG tax profes- 
sionals — knew they were voting for a dubious tax product that 
would be sold in part by relying on KPMG’s “reputation.” No one 
challenged the analysis that the risky nature of the product justi- 
fied the firm’s charging “a lot of money” for a tax opinion letter pre- 
dicting it was more likely than not that BLIPS would withstand an 
IRS challenge. 

Later documents show that key KPMG tax professionals contin- 
ued to express serious concerns about the technical validity of 
BLIPS. For example, in July, 2 months after the DPP gave his ap- 
proval to sell BLIPS, one of the WNT technical reviewers, objecting 
to the tax product, sent an email to his superiors in WNT noting 
that the loan documentation contemplated very conservative in- 
struments for the loan proceeds and it seemed unlikely the rate of 
return on the investments would equal or exceed the loan and fees 
incurred by the borrower. He indicated that his calculations 
showed the planned foreign currency transactions would “have to 
generate a 240% annual rate of return” to break even. He also 
pointed out that, “Although the loan is structured as a 7-year loan, 
the client has a tremendous economic incentive to get out of loan 
as soon as possible due to the large negative spread.” He wrote: 
“Before I submit our non-economic substance comments on the loan 
documents to Presidio, I want to confirm that you are still com- 
fortable with the economic substance of this transaction.” His 
superiors indicated that they were. 

A month later, in August, after completing a review of the BLIPS 
transactional documents, the WNT PFP technical reviewer again 
expressed concerns to his superiors in WNT: 

“However before engagement letters are signed and rev- 
enue is collected, I feel it is important to again note that 
I and several other WNT partners remain skeptical that 
the tax results purportedly generated by a BLIPS trans- 
action would actually be sustained by a court if challenged 
by the IRS. We are particularly concerned about the eco- 
nomic substance of the BLIPS transaction, and our review 
of the BLIPS loan documents has increased our level of 
concern. 


“Nonetheless, since Richard Smith and Phil Wiesner — the 
WNT partners assigned with the responsibility of address- 
ing the economic substance issues associated with 
BLIPS — have concluded they think BLIPS is a “more-like- 
ly-than-not” strategy, I am prepared to release the strat- 
egy once we complete our second review of the loan docu- 
ments and LLC agreement and our comments thereon (if 
any) have been incorporated.” lo* 

The other technical reviewer objecting to BLIPS wrote: 


107 Email dated 7/22/99, from Mark Watson to Richard Smith and Phil Wiesner, Bates MTW 
0078. 

108 Email dated 8/4/99, from Mark Watson to David Brockway, Mark Springer, and Doug 
Ammerman, Bates SMR 0039. 
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“I share your concerns. We are almost finished with our 
technical review of the documents that you gave us, and 
we recommend some clarifications to address these tech- 
nical concerns. We are not, however, assessing the eco- 
nomic substance of the transaction (ie., is there a debt? 
Who is the borrower? What is the amount of the liability? 

Is there a reasonable expectation of profit?) I continue to 
be seriously troubled by these issues, but I defer to Phil 
Wiesner and Richard Smith to assess them.” 

The senior partners in WNT chose to go forward with BLIPS. 

About 6 months after BLIPS tax products had begun to be sold 
to clients, an effort was begun within KPMG to design a modified 
“BLIPS 2000.” One of the WNT technical reviewers who had ob- 
jected to the original BLIPS again expressed his concerns: 

“I am writing to communicate my views on the economic 
substance of the Blips, Grandfathered Blips, and Blips 
2000 strategies. Throughout this process, I have been trou- 
bled by the application of economic substance doctrines 
. . . and have raised my concerns repeatedly in internal 
meetings. The facts as I now know them and the law that 
has developed, has not reduced my level of concern. 

“In short, in my view, I do not believe that KPMG can rea- 
sonably issue a more-likely-than-not opinion on these 
issues.” 

When asked by Subcommittee staff whether he had ever person- 
ally concluded that BLIPS met the technical requirements of the 
federal tax code, the DPP head declined to say that he had. In- 
stead, he said that, in 1999, he approved BLIPS for sale after de- 
termining that WNT had “completed” the technical approval proc- 
ess. A BLIPS power point presentation produced by the Personal 
Financial Planning group in June, a few weeks after BLIPS’ ap- 
proval for sale, advised KPMG tax professionals to make sure that 
potential clients were “willing to take an aggressive position with 
a more likely than not opinion letter.” The presentation character- 
ized BLIPS as having “about a 10 risk on [a] scale of 1-10.” 

In September 2000, the IRS identified BLIPS as a potentially 
abusive tax shelter. The IRS notice characterized BLIPS as a prod- 
uct that was “being marketed to taxpayers for the purpose of gen- 
erating artificial tax losses. ... [A] loss is allowable as a deduction 
. . . only if it is bona fide and reflects actual economic con- 
sequences. An artificial loss lacking economic substance is not al- 


Email dated 8/4/99, from Steven Rosenthal to Mark Watson and others, Bates SMR 0039. 

Senior KPMG tax professionals, again, put pressure on its tax experts to quickly approve 
the BLIPS 2000 product. See, e.g., email dated 1/17/00, from Jeff Stein to Steven Rosenthal and 
others, “BLIPS 2000,” Bates SMR 0050 (technical expert is urged to analyze new product “so 
we can take this to market. Your attention over the next few days would be most appreciated.”). 

111 Email dated 3/6/00, from Steven Rosenthal to David Brockway, “Blips I, Grandfathered 
Blips, and Blips 2000,” Bates SMR 0056. See also memorandum dated 3/28/00, to David 
Brockway, “Talking points on significant tax issues for BLIPS 2000,” Bates SMR 0117—21 (iden- 
tifying numerous problems with BLIPS). 

112 Subcommittee interview of Lawrence DeLap (10/30/03). 

113 Power point presentation dated June 1999, by Carol Warley, Personal Financial Planning 
group, “BLIPS AND TRACT,” Bates KPMG 0049639-45, at 496340. Repeated capitalizations in 
original text not included. 
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lowable.”i*4 The IRS’ disallowance of BLIPS has not yet been test- 
ed in court. Rather than defend BLIPS in court, KPMG and many 
BLIPS purchasers appear to be engaged in settlement negotiations 
with the IRS to reduce penalty assessments. 

OPIS and FLIP Development and Approval Process. OPIS 
and FLIP were the predecessors to BLIPS. Like BLIPS, both of 
these products were “loss generators” intended to generate paper 
losses that taxpayers could use to offset and shelter other income 
from taxation, “5 but both used different mechanisms than BLIPS 
to achieve this end. Because they were developed a number of 
years ago, the Subcommittee has more limited documentation on 
how OPIS and FLIP were developed. However, even this limited 
documentation establishes KPMG’s awareness of serious technical 
flaws in both tax products. 

For example, in the case of OPIS, which was developed during 
1998, a senior KPMG tax professional wrote a 7-page memorandum 
filled with criticisms of the proposed tax product. The memo- 
randum states: “In OPIS, the use of debt has apparently been jetti- 
soned. If we can not structure a deal without at least some debt, 
it strikes me that all the investment banker’s economic justification 
for the deal is smoke and mirrors.” At a later point, it states: “The 
only thing that really distinguishes OPIS (from FLIPS) from a tax 
perspective is the use of an instrument that is purported to be a 
swap. . . . However, the instrument described in the opinion is not 
a swap under I.R.C. §446. ... [A] fairly strong argument could be 
made that the U.S. investor has nothing more than a disguised 
partnership interest.” 

The memorandum goes on: 

“If, upon audit, the IRS were to challenge the transaction, 
the burden of proof will be on the investor. The investor 
will have to demonstrate, among other things, that the 
transaction was not consummated pursuant to a firm and 
fixed plan. Think about the prospect of having your client 
on the stand having to defend against such an argument. 

The client would have a difficult burden to overcome. . . . 

The failure to use an independent 3rd party in any of the 
transactions indicates that the deal is pre-wired.” 

It also states: “If the risk of loss concepts of Notice 98-5 were ap- 
plied to OPIS, I doubt that the investor’s ownership interest would 
pass muster.” And: “As it stands now, the Cayman company re- 
mains extremely vulnerable to an argument that it is a sham.” 
And: “No further attempt has been made to quantify why I.R.C. 
§ 165 should not apply to deny the loss. Instead, the argument is 
again made that because the law is uncertain, we win.” The memo- 
randum observes: “We are the firm writing the [tax] opinions. Ulti- 
mately, if these deals fail in a technical sense, it is KPMG which 
will shoulder the blame.” 

This memorandum was written in February 1998. OPIS was ap- 
proved for sale to clients around September 1998. KPMG sold OPIS 


1“IRS Notice 2000-44 (2000-36 IRB 255) (9/5/00) at 255. 

See document dated 5/18/01, “PFP Practice Reorganization Innovative Strategies Business 
Plan— DRAFT,” Bates KPMG 0050620-23, at 1. 

11® Memorandum dated 2/23/98, from Robert Simon to Gregg Ritchie, Randy Bickham, and 
John Harris, concerning OPIS, Bates KPMG 0010729. 
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to 111 individuals, conducting 79 OPIS transactions on their behalf 
in 1998 and 1999. 

In the case of FLIP, an email written in March 1998, by the Tax 
Services Practice’s second in command, identifies a host of signifi- 
cant technical flaws in FLIP, doing so in the course of discussing 
which of two tax offices in KPMG deserved credit for developing its 
replacement, OPIS.'i^ The email states that efforts to find a FLIP 
alternative “took on an air of urgency when [DPP head] Larry 
DeLap determined that KPMG should discontinue marketing the 
existing product.” The email indicates that, for about 6 weeks, a 
senior KPMG tax professional and a former KPMG tax professional 
employed at Presidio worked “to tweak or redesign” FLIP and “de- 
termined that whatever the new product, it needed a greater eco- 
nomic risk attached to it” to meet the requirements of federal tax 
law. 

Among other criticisms of FLIP, the email states: “Simon was the 
one who pointed out the weakness in having the U.S. investor pur- 
chase a warrant for a ridiculously high amount of money. ... It 
was clear, we needed the option to be treated as an option for Sec- 
tion 302 purposes, and yet in truth the option [used in FLIP] was 
really illusory and stood out more like a sore thumb since no one 
in his right mind would pay such an exorbitant price for such a 
warrant.” The email states: “In kicking the tires on FLIP (perhaps 
too hard for the likes of certain people) Simon discovered that there 
was a delayed settlement of the loan which then raised the issue 
of whether the shares could even be deemed to be issued to the 
Cayman company. Naturally, without the shares being issued, they 
could not later be redeemed.” The email also observes: “[I]t was 
Greg who stated in writing to I believe Bob Simon that the ‘the 
OPIS product was developed in response to your and DPP tax’s 
concerns over the FLIP strategy. We listened to your input regard- 
ing technical concerns with respect to the FLIP product and at- 
tempt to work solutions into the new product. . . .’ ” 

This email was written in March 1998, after the bulk of FLIP 
sales, but it shows that the firm had been aware for some time of 
the product’s technical problems. After the email was written, 
KPMG sold FLIP to ten more customers in 1998 and 1999, earning 
more than $3 million in fees for doing so. In August 2001, the IRS 
issued a notice finding both FLIP and OPIS to be potentially abu- 
sive tax shelters. The IRS has since audited and penalized nu- 
merous taxpayers for using these illegal tax shelters.'!® 

SC2 Development and Approval Process. The Subcommittee 
investigation also obtained documentation establishing KPMG’s 
awareness of flaws in the technical merits of SC 2.120 

Documents proceeding the April 2000 decision by KPMG to ap- 
prove SC2 for sale reflect vigorous analysis and discussion of the 
product’s risks if challenged by the IRS. The documents also re- 


Email dated 3/14/98, from Jeff Stein to Robert Wells, John Lanning, Larry DeLap, Gregg 
Ritchie, and others, “Simon Says,” concerning FLIP, Bates 638010, filed by the IRS on June 16, 
2003, as an attachment to Respondent’s Requests for Admission, Schneider Interests v. Commis- 
sioner, U.S. Tax Court, Docket No. 200—02. 

118 IRS Notice 2001^5 (2001-33 IRB 129) (8/13/01). 

11® See “Settlement Initiative for Section 302/318 Basis-Shifting Transactions,” IRS Announce- 
ment 2002-97 (2002-43 IRB 757) (10/28/02). 

12° See Appendix B for more detailed information on SC2. 
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fleet, as in the BLIPS case, pressure to move the product to market 
quickly. For example, one month before SC2’s final approval, an 
email from a KPMG professional in the Tax Innovation Center 
stated: “As I was telling you, this Tax Solution is getting some very 
high level (Stein/Rosenthal) attention. Please review the white- 
paper as soon as possible. . . .” 121 

On April 11, 2000, in the same email announcing SC2’s approval 
for sale, the head of the DPP wrote: 


“This is a relatively high risk strategy. You will note that 
the heading to the preapproved engagement letter states 
that limitation of liability and indemnification provisions 
are not to be waived. . . . You will also note that the en- 
gagement letter includes the following statement: You ac- 
knowledge receipt of a memorandum discussing certain 
risks associated with the strategy. ... It is essential that 
such risk discussion memorandum (attached) be provided 
to each client contemplating entering into an SC2 engage- 
ment.” *22 


The referenced memorandum, required to be given to all SC2 cli- 
ents, identifies a number of risks associated with the tax product, 
most related to ways in which the IRS might successfully challenge 
the product’s legal validity. The memorandum states in part: 


“The [IRS] or a state taxing authority could assert that 
some or all of the income allocated to the tax-exempt orga- 
nization should be reallocated to the other shareholders of 
the corporation. . . . The IRS or a state taxing authority 
could assert that some or all of the charitable contribution 
deduction should be disallowed, on the basis that the tax- 
exempt organization did not acquire equitable ownership 
of the stock or that the valuation of the contributed stock 
was overstated. . . . The IRS or a state taxing authority 
could assert that the strategy creates a second class of 
stock. Under the [tax code], subchapter S corporations are 
not permitted to have a second class of stock. . . . The IRS 
or a court might discount an opinion provided by the pro- 
moter of a strategy. Accordingly, it may be advisable to 
consider requesting a concurring opinion from an inde- 
pendent tax advisor.” 123 


Internally, KPMG tax professionals had identified even more 
technical problems with SC2 than were discussed in the memo- 
randum given to clients. For example, KPMG tax professionals dis- 
cussed problems with identifying a business purpose to explain the 
structure of the transaction — why a donor who wanted to make a 
cash donation to a charity would first donate stock to the charity 


121 Email dated 3/13/00, from Phillip Galbreath to Richard Bailine, “FW: S-CAEPS,” Bates 
KPMG 0046889. 

122 Email dated 4/11/00, from Larry DeLap to Tax Professional Practice Partners, “S-Corpora- 
tion Charitable Contribution Strategy (SC2),” Bates KPMG 0052581-82. One of the KPMG tax 
partners to whom this email was forwarded wrote in response: “Please do not forward this to 
anyone.” Email dated 4/25/00, from Steven Messing to Lawrence Silver, “S-Corporation Chari- 
table Contribution Strategy (SC2),” Bates KPMG 0052581. 

123 Undated KPMG document entitled, “S Corporation Charitable Contribution Strategy[:l 
Summary of Certain Risks,” marked “PRIVATE AND CONFIDENTIAL,” Bates KPMG 0049987- 
88 . 
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and then buy it back, instead of simply providing a straightforward 
cash contribution. 124 They also identified problems with estab- 
lishing the charity’s “beneficial ownership” of the donated stock, 
since the stock was provided on the clear understanding that the 
charity would sell the stock back to the donor within a specified pe- 
riod of time. 125 KPMG tax professionals identified other technical 
problems as well involving assignment of income, reliance on tax 
indifferent parties, and valuation issues. 12 ® 

More than a year later, in December 2001, another KPMG tax 
professional expressed concern about the widespread marketing of 
SC2 because, if the IRS “gets wind of it,” the agency would likely 
mount a vigorous and “at least partially successful” challenge to 
the product: 

“Going way back to Feb. 2000, when SC2 first reared its 
head, my recollection is that SC2 was intended to be lim- 
ited to a relatively small number of large S corps. That 
plan made sense because, in my opinion, there was (and 
is) a strong risk of a successful IRS attack on SC2 if the 
IRS gets wind of it. . . . Call me paranoid, but I think that 
such a widespread marketing campaign is likely to bring 
KPMG and SC2 unwelcome attention from the IRS. If so, 

I suspect a vigorous (and at least partially successful) chal- 
lenge would result.” 127 

Together, the BLIPS, OPTS, FLIP, and SC2 evidence dem- 
onstrates that the KPMG development process led to the approval 
of tax products that senior KPMG tax professionals knew had sig- 
nificant technical flaws and were potentially illegal tax shelters. 
Even when senior KPMG professionals expressed forceful objec- 
tions to proposed products, highly questionable tax products re- 
ceived technical and reputational risk sign-offs and made their way 
to market. 

(2) Mass Marketing Tax Products 

Finding: KPMG uses aggressive marketing tactics 
to sell its generic tax products, including by turn- 
ing tax professionals into tax product sales- 
persons, pressuring its tax professionals to meet 
revenue targets, using telemarketing to find cli- 
ents, using confidential client tax data to identify 
potential buyers, targeting its own audit clients 


124 See, e.g., email dated 3/13/00, from Richard Bailene to Phillip Galbreath, “S-CAEPS,” Bates 
KPMG 0015744. 

125 See, e.g., email dated 3/13/00, from Richard Bailene to Phillip Galbreath, “S-CAEPS,” Bates 
KPMG 0015745; KPMG document dated 3/13/00, “S-Corporation Charitable Contribution Strat- 
egy — ^Variation #1,” Bates KPMG 0047895 (beneficial ownership is “probably our weakest link 
in the chain on SC2.”); memorandum dated 3/2/00, from William Kelliher to multiple KPMG tax 
professionals, “Comments on S-CAEPS ‘White Paper,’” Bates KPMG 0016853—61. 

126 See, e.g., email dated 3/13/00, from Richard Bailene to Phillip Galbreath, “S-CAEPS,” Bates 
KPMG 0015746, and email from Mark Watson, “S-CAEPS,” Bates KPMG 0013790-93 (raising 
assignment of income concerns); emails dated 3/21/00 and 3/22/00, from Larry DeLap and Law- 
rence Manth, Bates KPMG 0015739-40 (raising tax indifferent party concerns); various emails 
between 7/28/00 and 10/25/00, among KPMG tax professionals. Bates KPMG 0015011-14 (rais- 
ing tax indifferent party concerns); and memorandum dated 2/14/00, from William Kelliher to 
Richard Rosenthal, “S-Corp Charitable and Estate Planning Strategy (‘S-CAEPS’),” Bates KPMG 
0047693-95 (raising valuation concerns). 

i27Email dated 12/20/01, from William Kelliher to David Brockway, “FW: SC2,” Bates KPMG 
0012723. 
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for sales pitches, and using tax opinion letters and 
insurance policies as marketing tools. 

Until recently, accounting firms were seen as traditional, profes- 
sional firms that waited for clients to come to them with concerns, 
rather than affirmatively targeting potential clients for sales 
pitches on tax products. One of the more striking aspects of the 
Subcommittee investigation was discovery of the substantial efforts 
KPMG has expended to market its tax products, including exten- 
sive efforts to target clients and, at times, use high-pressure sales 
tactics. Evidence in the four case studies shows that KPMG com- 
piled and scoured prospective client lists, pushed its personnel to 
meet sales targets, closely monitored their sales efforts, advised its 
professionals to use questionable sales techniques, and even used 
cold calls to drum up business. The evidence also shows that, at 
times, KPMG marketed tax shelters to persons who appeared to 
have little interest in them or did not understand what they were 
being sold, and likely would not have used them to reduce their 
taxes without being approached by KPMG. 

Extensive Marketing Infrastructure. As indicated in the 
prior section, KPMG’s marketing efforts for new tax products nor- 
mally began long before a product was approved for sale. Potential 
“revenue analysis” was part of the earliest screening efforts for new 
products. In addition, when a new tax product is launched within 
the firm, the “Tax Solution Alert” is supposed to include key mar- 
keting information such as potential client profiles, “optimal target 
characteristics” of buyers, and the expected “typical buyer” of the 
product. 

KPMG typically designates one or more persons to lead the mar- 
keting effort for a new tax product. These persons are referred to 
as the product’s “National Deployment Champions,” “National 
Product Champions,” or “Deployment Leaders.” In the four case 
studies investigated by the Subcommittee, the National Deploy- 
ment Champion was the same person who served as the product’s 
National Development Champion and shepherded the product 
through the KPMG approval process. For example, the tax profes- 
sional who led the marketing effort for BLIPS was, again, Jeffrey 
Eischeid, assisted by Randall Bickham, while for SC2 it was, again, 
Larry Manth, assisted and succeeded by Andrew Atkin. 

National Deployment Champions have been given significant in- 
stitutional support to market their assigned tax product. For exam- 
ple, KPMG maintains a national marketing office that includes 
marketing professionals and resources “dedicated to tax.” Cham- 
pions can draw on this resource for “market planning and execu- 
tion assistance,” and to assemble a marketing team with a “Na- 
tional Marketing Director” and designated “area champions” to 
lead marketing efforts in various regions of the United States. *^9 
These individuals become members of the product’s official “deploy- 
ment team.” 

Champions can also draw on a Tax Services group skilled in 
marketing research to identify prospective clients and develop tar- 
get client lists. This group is known as the Tax Services Marketing 


128 KPMG Tax Services Manual, §2.21.1, at 2-14. 
129/d 
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and Research Support group. Champions can also make use of a 
KPMG “cold call center” in Indiana. This center is staffed with tele- 
marketers trained to make cold calls to prospective clients and set 
up a phone call or meeting with specified KPMG tax or accounting 
professionals to discuss services or products offered by the firm. 
These telemarketers can and, at times, have made cold calls to sell 
specific tax shelters such as SC2.i3o 
In addition to a cadre of expert marketing support personnel. Na- 
tional Deployment Champions are supported by powerful software 
systems that help them identify prospective clients and track 
KPMG sales efforts across the country. The Opportunity Manage- 
ment System (OMS), for example, is a software system that KPMG 
tax professionals have used to monitor with precision who has been 
contacted about a particular tax product, who made the contact on 
behalf of KPMG, the potential sales revenue associated with the 
sales contact, and the current status of each sales effort. 

An email sent in 2000, by the Tax Services operations and Fed- 
eral Tax Practice heads to 15 KPMG tax professionals paints a 
broad picture of what KPMG’s National Deployment Champions 
were expected to accomplish: 

“As National Deployment Champions we are counting on 
you to drive significant market activity. We are committed 
to providing you with the tools that you need to support 
you in your efforts. A few reminders in this regard. 

“The Tax Services Marketing and Research Support is pre- 
pared to help you refine your existing and/or create addi- 
tional [client] target lists. . . . Working closely with your 
National Marketing Directors you should develop the rel- 
evant prospect profile. Based on the criteria you specify 
the marketing and research teams can scour primary and 
secondary sources to compile a target list. This will help 
you go to market more effectively and efficiently. 

“Many of you have also tapped into the Practice Develop- 
ment Coordinator resource. Our team of telemarketers is 
particularly helpful ... to further qualify prospects [re- 
daction by KPMG] [and] to set up phone appointments for 
you and your deployment team. . . . 

“Finally tracking reports generated from OMS are critical 
to measuring your results. If you don’t analyze the out- 
come of your efforts you will not be in a position to judge 
what is working and what is not. Toward that end you 
must enter data in OMS. We will generate reports once a 
month from OMS and share them with you, your team. 
Service Line leaders and the [Area Managing Partners]. 
These will be the focal point of our discussion with you 
when we revisit your solution on the Monday night call. 

You should also be using them on your bi-weekly team 
calls. . . . 


130 See, e.g., SC2 script dated 6/19 (no year provided, but likely 2000) developed for tele- 
marketer calls to identify individuals interested in obtaining more information, Bates KPMG 
0050370-71. A telemarketing script was also developed for BLIPS, but it is possible that no 
BLIPS telemarketing calls were made. BLIPS script dated 7/8/99, Bates KPMG 0025670. 
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“Thanks again for assuming the responsibilities of a Na- 
tional Deployment Champion. We are counting on you to 
make the difference in achieving our financial goals.” 

In 2002, KPMG opened a “Sales Opportunity Center” to make it 
easier for its personnel to make use of the firm’s extensive mar- 
keting resources. An email announcing this Center stated the fol- 
lowing: 

“The current environment is changing at breakneck speed, 
and we must be prepared to respond aggressively to every 
opportunity. 

“We have created a Sales Opportunity Center to be the 
‘eye of the needle’ — a single place where you can get access 
to the resources you need to move quickly, knowledgeably, 
and effectively. 

“This initiative reflects the efforts of Assurance (Sales, 
Marketing, and the Assurance & Advisory Services Center) 
and Tax (Marketing and the Tax Innovation Center), and 
is intended to serve as our ‘situation room’ during these 
fast-moving times. . . . 


“The Sales Opportunity Center is a powerful demonstra- 
tion of the Firm’s commitment to giving you what you need 
to meet the challenges of these momentous times. We urge 
you to take advantage of this resource as you pursue mar- 
ketplace opportunities.” 1^2 


Corporate Culture: Sell, Sell, Sell. After a new tax product 
has been “launched” within KPMG, one of the primary tasks of a 
National Deployment Champion is to educate KPMG tax profes- 
sionals about the new product and motivate them to sell it. 

Champions use a wide variety of tools to make KPMG tax profes- 
sionals aware of a new tax product. For example, they include 
product information in KPMG internal newsletters and email 
alerts, and organize conference calls and video conferences with 
KPMCx tax offices across the country. Champions have also gone on 
“road shows” to KPMG field offices to make a personal presentation 
on a particular product. These presentations include how the prod- 
uct works, what clients to target, and how to respond to particular 
concerns. On some occasions, a presentation is videotaped and in- 
cluded in an office’s “video library” to enable KPMG personnel to 
view the presentation at a later date. 

Documentation obtained by the Subcommittee shows that Na- 
tional Deployment Champions and senior KPMG tax officials ex- 
pend significant effort to convince KPMG personnel to devote time 
and resources to selling new products. Senior tax professionals use 
general exhortations as well as specific instructions directed to spe- 
cific field offices to increase their sales efforts. For example, after 
SC2 was launched, the head of KPMG’s Federal Practice sent the 
following an email to the SC2 “area champions” around the coun- 
try: 


131 Email dated 8/6/00 from Jeff Stein and Rick Rosenthal to 15 National Deployment Cham- 
pions, Bates KPMG 050016. 

132 Email dated 3/14/02, from Rick Rosenthal and other KPMG professionals, to “US Manage- 
ment Group,” Bates XX 000141 (Emphasis in original.). 
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“I want to personally thank everyone for their efforts dur- 
ing the approval process of this strategy. It was completed 
very quickly and everyone demonstrated true teamwork. 
Thank you! Now let[’]s SELL, SELL, SELL!!” i33 

The Federal Tax head also called specific KPMG offices to urge 
them to increase their SC2 sales. This type of instruction from a 
senior KPMG tax official apparently sent a strong message to sub- 
ordinates about the need to sell the identified tax product. For ex- 
ample, a tax professional in a KPMG field office in Houston wrote 
the following after participating in a conference call on SC2 in 
which the Federal Tax head and the SC2 National Deployment 
Champion urged the office to improve its SC2 sales record: 

“I don’t know if you were on Larry Manth’s call today, but 
Rosenthal led the initial discussion. There have been sev- 
eral successes. . . . We are behind. 

“This is THE STRATEGY that they expect significant 
value added fees by June 30. 

“The heat is on. . . .” '34 

In the SC2 case study examined by the Subcommittee, National 
Deployment Champions did not end their efforts with phone calls 
and visits urging IffMG tax professionals to sell their tax product, 
they also produced detailed marketing plans, implemented them 
with the assistance of the “deployment team,” and pressured their 
colleagues to increase SC2 sales. For example, one email circulated 
among two members of the SC2 deployment team and two senior 
KPMG tax professionals demonstrates the measures used to push 
sales: 

“To memorialize our discussion, we agreed the following: 

“*Over the next two weeks, Manth [SC2 National De- 
ployment Champion] will deploy [Andrew] Atkin [on 
the SC2 deployment team] to call each of the SC2 area 
solution champions. 

“*Andrew will work with the champion to establish a 
specific action plan for each opportunity. To be at all 
effective, the plans should [be] very specific as to who 
is going to do what when. . . . There should be agree- 
ment as to when Andrew will next follow-up with them 
to create a real sense of urgency and accountability. 

“*Andrew will involve Manth where he is not getting a 
response within 24 hours or receiving inappropriate 
‘pushback.’ Manth will enlist [David] Jones or Rick 
[Rosenthal, senior KPMG tax officials,] to help facili- 
tate responsiveness where necessary given the urgency 
of the opportunity. . . . 

“*Manth believes inadequate resources are currently de- 
ployed to exploit the Midwest SCorp client and target 


133 Email dated 2/18/00, from Richard Rosenthal to multiple KPMG tax professionals, Bates 
KPMG 0049236. 

134 Email dated 4/21/00, from Michael Terracina, KPMG office in Houston, to Gary Choate, 
KPMG office in Dallas, Bates KPMG 0048191. 
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population. Craig Pichette has not yet been able to 
dedicate enough time to this solution. . . . John 
Schrier (NE Stratecon) or Councill Leak (SE 
Stratecon) could be effective. . . . 


“*Resource[s] will be assigned to adequately address the 
market opportunity in Florida. . . . Goals must be ex- 
plicit . . . including a percentage weighting based on 
expected time commitment. . . . 

“Manth will explore with Rick the opportunity to form alli- 
ances with other accounting firms to drive distribution.” 

Senior KPMG tax officials also set overall revenue goals for var- 
ious tax groups and urged them to increase their sales of des- 
ignated tax products to meet those goals. For example, in an email 
alerting nearly 40 tax professionals in the “Stratecon West” group 
to a conference call on a “Kick Off Plan For ’01,” a senior Stratecon 
professional, who was also the SC2 National Deployment Cham- 
pion, wrote: 


“Hello everyone. We will be having a conference call to 
kick-off our Stratecon marketing efforts to aggressively 
pursue closed deals by 6/30/01. The main purpose of the 
call is to discuss our marketing and targeting strategy and 
to get everyone acquainted with a number of Stratecon’s 
high-end solutions. If you have clients, at least one of 
these strategies should be applicable to your client base. 
As you all know, to reach plan in the West, we must ag- 
gressively pursue these high-end strategies.” 


Two months later, a member of the SC2 deployment team, who 
also worked for Stratecon, sent an email to an even larger group 
of 60 tax professionals, urging them to try a new, more appealing 
version of SC2. In a paragraph subtitled, “Why Should You Care?” 
he wrote: 


“In the last 12 months the original SC2 structure has pro- 
duced $1.25 million in signed engagements for the SE 
[Southeast]. . . . Look at the last partner scorecard. Un- 
like golf, a low number is not a good thing. . . . A lot of 
us need to put more revenue on the board before June 30. 
SC2 can do it for you. Think about targets in your area 
and call me.” 


The steady push for tax product sales continued. For example, 
three weeks later, the Stratecon tax professional sent an email to 
his colleagues stating, “Due to the significant push for year-end 
revenue, all West Region Federal tax partners have been invited to 
join us on this [conference] call and we will discuss our ‘Quick Hit’ 
strategies and targeting criteria.” Six weeks after that, the same 
Stratecon official announced another conference call urging 


Email dated 1/30/01, from David Jones to Larry Manth, Richard Rosenthal, and Wendy 
Klein, “SC2 — Follow-up to 1/29 Revisit,” Bates KPMG 0050389. 

136 Email dated 12/2/00, from Lawrence Manth to multiple tax professionals. Bates XX 000021. 

137 Email dated 2/22/01, from Councill Leak to multiple tax professionals. Bates KPMG 
0050822-23. 

138 Email dated 3/13/01, from Larry Manth to multiple KPMG tax professionals, “Friday’s 
Stratecon Call,” Bates XX 001439. 
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Stratecon professionals to discuss two “tax minimization opportuni- 
ties for individuals” which will “have a quick revenue hit for us.” ^39 

Stratecon was not alone in the push for sales. For example, in 
2000, the former head of KPMG’s Washington National Tax Prac- 
tice sent an email to all “US-WNT Tax Partners” urging them to 
“temporarily defer non-revenue producing activities” and con- 
centrate for the “next 5 months” on meeting WNT’s revenue goals 
for the year.i'^o The email states in part: 

“Listed below are the tax products identified by the func- 
tional teams as having significant revenue potential over 
the next few months. . . . [T]he functional teams will need 
. . . WNT champions to work with the National Product 
champions to maximize the revenue generated from the re- 
spective products. . . . Thanks for help in this critically 
important matter. As Jeff said, ‘We are dealing with ruth- 
less execution — hand to hand combat — ^blocking and tack- 
ling.’ Whatever the mixed metaphor, let’s just do it.” 

The evidence is clear that selling tax products was an important 
part of every tax professional’s job at KPMG. 

Targeting Clients. KPMG’s marketing efforts included substan- 
tial efforts to identify prospective purchasers for its tax products. 
KPMG developed prospective client lists by reviewing both its own 
client base and seeking new clients through referrals and cold calls. 

To review its own client base, KPMG has used software systems, 
including ones known as KMatch and RIA-GoSystem, to identify 
former or existing clients who might be interested in a particular 
tax product. KMatch is “[a]n interactive software program that 
asks a user a series of questions about a client’s business and tax 
situation,” uses the information to construct a “client profile,” and 
then uses the profile to identify KPMG tax products that could as- 
sist the client to avoid taxation, KPMG’s Tax Innovation Center 
conducted a specific campaign requiring KPMG tax professionals to 
enter client data into the KMatch database so that, when subse- 
quent tax products were launched, the resulting client profiles 
could be searched electronically to identify which clients would be 
eligible for and interested in the new product. RIA-GoSystem is a 
separate internal KPMG database which contains confidential cli- 
ent data provided to KPMG to assist the firm in preparing client 
tax returns. This database of confidential client tax information 
can also be searched electronically to identify prospective clients for 
new tax products and was actually used for that purpose in the 
case of SC2.143 

The evidence indicates that KPMG also uses its assurance pro- 
fessionals — persons who provide auditing and related services to in- 
dividuals and corporations — to identify existing KPMG audit cli- 


139 Email dated 4/25/01, from Larry Manth to multiple KPMG tax professionals, “Friday’s 
Stratecon Call,” Bates XX 001438. 

140 Email dated 2/3/00, from Philip Wiesner to US-WNT Tax Partners, Bates KPMG 0050888- 
90. 

141 Presentation entitled, “KMatch Push Feature Campaign,” undated, prepared by Marsha 
Peters of the Tax Innovation Center, Bates XX 001511. 

142 See, e.g., email dated 3/6/01, from US-GoSystem Administration to Andrew Atkin of KPMG, 
“RE: Florida S corporation search,” Bates KPMG 0050826; Subcommittee interview of Councill 
Leak (10/22/03). 

143 M 
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ents who might be interested in new tax products. Among other 
documents evidencing the role of KPMG assurance professionals is 
the development and marketing of tax products that require the 
combined participation of both KPMG tax and assurance profes- 
sionals. In 2000, for example, KPMG issued what it called its “first 
joint solution” requiring KPMG tax and assurance professionals to 
work together to sell and implement the product. The tax prod- 
uct is described as a “[cjollection of assurance and tax services de- 
signed to assist companies in . . . realizing value from their intel- 
lectual property . . . [djelivered by joint team of KPMG assurance 
and tax professionals.” Internal KPMG documentation states 
that the purpose of the new product is “[t]o increase KPMG’s mar- 
ket penetration of key clients and targets by enhancing the linkage 
between Assurance and Tax professionals.” Another KPMG doc- 
ument states: “Teaming with Assurance expands tax team’s knowl- 
edge of client and industry!.] Demonstrates unified team approach 
that separates KPMG from competitors.” Another KPMG docu- 
ment shows that KPMG used both its internal tax and assurance 
client lists to target clients for a sales pitch on the new product: 

“The second tab of this file contains the draft target list [of 
companies]. This list was compiled from two sources an as- 
surance and tax list. . . . [W]e selected the companies 
which are assurance or tax clients, which resulted in the 
45 companies on the next sheet. . . . What should you do? 
Review the suspects with your assurance or tax deploy- 
ment counterpart. . . . Prioritize your area targets, and 
plan how to approach them.” 

Additional tax products which relied in part on KPMG audit 
partners followed. In 2002, for example, KPMG launched a “New 
Enterprises Tax Suite” product which it described internally as 
“a cross-functional element of the Tax Practice that efficiently 
mines opportunities in the start-up and middle-market, high- 
growth, high-tech space.” A presentation on this new product states 
that KPMG tax professionals are “[t]eaming with Assurance . . . 


144 Presentation dated 7/17/00, “Targeting Parameters: Intellectual Property — ^Assurance and 
Tax,” with attachment dated September 2000, entitled “Intellectual Property Services,” at page 
1 of the presentation, Bates XX 001567—93. 

145 Presentation dated 10/30/00, “Intellectual Property Services (IPS),” by Dut LeBlanc of 
Shreveport and Joe Zier of Silicon Valley, Bates XX 001580-93. 

146 Presentation dated 7/17/00, “Targeting Parameters: Intellectual Property — ^Assurance and 
Tax,” with attachment dated September 2000, entitled “Intellectual Property Services,” at page 
1 of the attachment. Bates XX 001567-93. 

147 Presentation dated 10/30/00, “Intellectual Property Services (IPS),” by Dut LeBlanc of 
Shreveport and Joe Zier of Silicon Valley, Bates XX 001580-93. 

148 Presentation dated 7/17/00, “Targeting Parameters: Intellectual Property — ^Assurance and 
Tax,” with attachment dated September 2000, entitled “Intellectual Property Services,” at page 
1 of the attachment. Bates XX 001567-93. 

149 See WNT presentation dated 9/19/02, entitled “Innovative Tax Solutions,” which, at 18—26, 
includes a presentation by Tom Hopkins of Silicon Valley, “New Enterprises Tax Suite,” Tax 
Solution Alert 00—31, Bates XX 001636-1706. The Hopkins presentation states that the new 
product is intended to be used to “[IJeverage existing client base (pull-through),” “[djevelop and 
use client selection filters to refine our bets and reach higher market success,” and “[ejnhance 
relationships with client decisionmakers.” As part of a “Deployment Action Plan,” the presen- 
tation states that KPMG “[plartners with revenue goals are given subscriptions to Venture Wire 
for daily lead generation” and that “[tlargeting is supplemented by daily lead generation from 
Fort Wayne” where KPMG’s telemarketing center is located. 
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[and] fostering cross-selling among assurance and tax profes- 
sionals.” 1^0 

Other tax products explicitly called on KPMG tax professionals 
to ask their audit counterparts for help in identifying potential cli- 
ents. For example, a “Middle Market Initiative” launched in 2001, 
identified seven tax products to be marketed to mid-sized corpora- 
tions, including SC2. It explicitly called upon KPMG tax profes- 
sionals to contract KPMG audit partners to identify appropriate 
mid-sized corporations, and directed these tax professionals to pitch 
one or more of the seven KPMG tax products to KPMG audit cli- 
ents. “In order to maximize marketplace opportunities . . . na- 
tional and area champions will coordinate with and involve assur- 
ance partners and managers in their respective areas.” 

In addition to electronic searches. National Deployment Cham- 
pions regularly exhorted KPMG field personnel to review their cli- 
ent lists personally to identify those that might be interested in a 
new product. In the case of SC2, deployment team members asked 
KPMG tax professionals to review their client lists, not once, but 
twice: 

“Attached above is a listing of all potential SC2 engage- 
ments that did not fly over the past year. In an effort to 
ensure we have not overlooked any potential engagement 
during the revenue push for the last half of [fiscal year] 
2001, please review the list which is sorted by estimated 
potential fees. I’d like to revisit each of these potential en- 
gagements, and gather comments from each of you regard- 
ing the following. . . . Would further communicatioiVdia- 
logue with any listed potential engagement be welcome? 
What were the reasons for the potential client’s declining 
the strategy?” 

In addition to reviewing its own client base, KPMG worked with 
outside parties, such as banks, law firms, and other accounting 
firms, to identify outside client prospects. One example is the ar- 
rangement KPMG entered into with First Union National Bank, 
now part of Wachovia Bank, in which Wachovia referred clients to 
KPMG in connection with FLIP. In this case, Wachovia told 
wealthy clients about the existence of the tax product and allowed 
KPMG to set up appointments at the bank or elsewhere to make 
client presentations on FLIP.^^s KPMG apparently did not pay 
Wachovia a direct referral fee for these clients, but if a client even- 
tually agreed to purchase FLIP, a portion of the fees paid by the 
client to Quellos, a investment advisory firm handling the FLIP 
transactions, was forwarded by Quellos to Wachovia. KPMG also 
made arrangements for Wachovia client referrals related to BLIPS 
and SC2, again using First Union National Bank, but it is unclear 
whether the bank actually made any referrals for these tax prod- 


Presentation dated 3/6/00, “Post-Transaction Integration Service (PTIS) — Tax,” by Stan 
Wiseberg and Michele Zinn of Washington, D.C., Bates XX 001597—1611 (“Global collaborative 
service brought to market by tax and assurance . . . May be appropriate to initially unbundle 
the serves (‘tax only,’ or ‘assurance only’) to capture an engagement”). 

151 Email dated 8/14/01, from Jeff Stein and Walter Duer to “KPMG LLP Partners, Managers 
and Staff,” “Stratecon Middle Market Initiative,” Bates KPMG 0050369. 

152 Email dated 2/9/01, from Ty Jordan to multiple KPMG tax professionals, “SC2 revisit of 
stale leads,” Bates KPMG 0050814. 

153 Subcommittee interview of Wachovia Bank representatives (3/25/03). 
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In the case of SC2, KPMG also worked with a variety of 
other outside parties, such as mid-sized accounting firms and auto- 
mobile dealers, to locate and refer potential clientsd^s A large law 
firm headquartered in St. Louis expressed willingness not only to 
issue a confirming tax opinion for the SC2 transaction, hut also to 
introduce KPMG “to some of their midwestern clients.” 

In addition to reviewing its own client base and seeking client re- 
ferrals, KPMG used a variety of other means to identify prospective 
clients. In the case of SC2, for example, as part of its marketing 
efforts, KPMG obtained lists of S corporations in the states of 
Texas, North and South Carolina, New York, and Florida, It ob- 
tained these lists from either state government, commercial firms, 
or its own databases. The Florida list, for example, was compiled 
using KPMG’s internal RIA-GoSystem containing confidential cli- 
ent data extracted from certain tax returns prepared by KPMG.*^* 
Some of the lists had large blocks of S corporations associated with 
automobile or truck dealers, real estate firms, home builders, or ar- 
chitects. In some instances, KPMG tax professionals instructed 
KPMG telemarketers to contact the corporations to gauge interest 
in SC2.160 In other cases, KPMG tax professionals contacted the 
corporations personally. 

The lists compiled by KPMG produced literally thousands of po- 
tential SC2 clients, and through telemarketing and other calls, 
KPMG personnel made uncounted contacts across the country 
searching for buyers of SC2. In April 2001, the DPP apparently 
sent word to SC2 marketing teams to stop using telemarketing 
calls to find SC2 buyers, but almost as soon as the no-call policy 
was announced, some KPMG tax professionals were attempting to 
circumvent the ban asking, for example, if telemarketers could 
question S corporations about their eligibility and suitability to buy 


See, e.g., email dated 8/30/99, from Tom Newman to multiple First Union professionals, 
“next strategy,” Bates SEN 014622 (BLIPS “[f]ees to First Union will be 50 basis points if the 
investor is not a KPMG client, 25 bps if they are a KPMG client.”); email dated 11/30/01, from 
Councill Leak to Larry Manth, “FW: First Union Customer Services,” Bates KPMG 0050842- 
44 (“I provide my comments on how we are bringing SC2 into certain First Union customers.”). 
Because KPMG is also Wachovia’s auditor, questions have arisen as to whether their client re- 
ferral arrangements violate SEC’s auditor independence rules. See Section VI(B)(5) of this Re- 
port for more information on the auditor independence issue. 

i^^See, e.g., email dated 1/30/01, from David Jones to Larry Manth, Richard Rosenthal, and 
Wendy lUein, “SC2 — Follow-up to 1/29 Revisit,” Bates KPMG 0050389 (working to form account- 
ing firm alliances). 

156 Memorandum dated 2/16/01, from Andrew Atkin to SC2 Marketing Group, “Agenda from 
Feb 16th call and goals for next two weeks,” Bates KPMG 0051135. 

See, e.g., email dated 8/14/00, from Postmaster-US to unknown recipients, “Action Re- 
quired: Channel Conflict for SC2,” Bates KPMG 0049125 (S corporation list purchased from Dun 
& Bradstreet); memorandum dated 2/16/01, from Andrew Atkin to SC2 Marketing Group, “Agen- 
da from Feb 16th call and goals for next two weeks,” Bates KPMG 0051135 (Texas S corporation 
list); email dated 3/7/01, from Councill Leak to multiple KPMG tax professionals, “South Florida 
SC2 Year End Push,” Bates KPMG 0050834 (Florida S corporation list); email dated 3/26/01, 
from Leonard Ronnie III, to Gap^ Crew, “RE: S-Corp Carolinas,” Bates KPMG 0050818 (North 
and South Carolina S corporation list); email dated 4/22/01, from Thomas Crawford to John 
Schrier, “RE: SC2 target list,” Bates KPMG 0050029 (New York S corporation list). 

Email dated 3/6/01, from US-GoSystem Administration to Andrew Atkin of KPMG, “RE: 
Florida S corporation search,” Bates KPMG 0050826. Subcommittee interview of Councill Leak 
(10/22/03). 

Email dated 11/17/00, from Jonathan Pullano to US-Southwest Tax Services Partners and 
others, “FW: SW SC2 Channel Conflict,” Bates KPMG 0048309. 

1^0 See, e.g., email dated 6/27/00, from Wendy Klein to Mark Springer and Larry Manth, “SC2: 
Practice Development Coordinators Involvement,” Bates KPMG 0049116; email dated 11/15/00, 
from Douglas Duncan to Michael Terracina and Gary Choat, “FW: SW SC2 Progress,” Bates 
KPMG 0048315-17. 

1^1 See email dated 4/22/01, from John Schrier to Thomas Crawford, “RE: SC2 target list,” 
Bates KPMG 0050029. 
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SC2, without scheduling future telephone contacts, December 

2001, after being sent a list of over 3,100 S corporations targeted 
for telephone calls, a senior KPMG tax professional sent an email 
to the head of WNT complaining that the list appeared to indicate 
“the firm is intent on marketing the SC2 strategy to virtually every 
S corp with a pulse.” 

When KPMG representatives were first asked about KPMG’s use 
of telemarketers, they initially told the Subcommittee staff that 
telemarketing calls were against firm policy, When asked about 
the Indiana cold call center which KPMG has been operating for 
years, the KPMG representatives said that the center’s tele- 
marketers sought to introduce new clients to KPMG in a general 
way and did little more than arrange an appointment so that 
KPMG could explain to a potential client in person all of the serv- 
ices KPMG offers. When confronted with evidence of telemarketing 
calls for SC2, the KPMG representatives acknowledged that a few 
calls on tax products might have been made by telemarketers at 
the cold call center, but implied such calls were few in number and 
rarely led to sales. In a separate interview, when shown documents 
indicating that, in the case of SC2, KPMG telemarketers made 
calls to thousands of S corporations across the country, the KPMG 
tax professional being interviewed admitted these calls had taken 
place. 

Sales Advice. To encourage sales, KPMG would, at times, pro- 
vide written advice to its tax professionals on how to answer ques- 
tions about a tax product, respond to objections, or convince a cli- 
ent to buy a product. 

For example, in the case of SC2, KPMG sponsored a meeting for 
KPMG “SC2 Team Members” across the country and emailed docu- 
ments providing information about the tax product as well as “Ap- 
propriate Answers for Frequently Asked Shareholder Questions” 
and “Suggested Solutions” to “Sticking Points and Problems.” 
The “Sticking Points” document provided the following advice to 
KPMG tax professionals trying to sell SC2 to prospective clients: 

“1) ‘Too Good to be true.’ Some people believe that if it 
sounds too good to be true, it’s a sham. Some suggestions 
for this response are the following: 

“a) This transaction has been through KPMG’s WNT 
practice and reviewed by at least 5 specialty groups. . . . 
Many of the specialists are ex-IRS employees. 

“b) Many sophisticated clients have implemented the 
strategy in conjunction with their outside counsel. 

“c) At least one outside law firm will give a co-opinion 
on the transactions. . . . 


1^2 Email dated 4/23/01, from John Schrier to Thomas Crawford, “RE: SC2 target list,” Bates 
KPMG 0050029. 

Email dated 12/20/01, from William Kelliher to David Brockway, WNT head, Bates KPMG 
0013311. A responsive email from Mr. Brockway on the same document states, “It looks like 
they have already tried over 2/3rds of possible candidates already, if I am reading the spread 
sheet correctly.” 

Subcommittee briefing by Jeffrey Eischeid and Timothy Speiss (9/12/03). 

Subcommittee interview of Councill Leak (10/22/03). 

166 “SQ2 — Meeting Agenda” and attachments, dated 6/19/00, Bates KPMG 0013375—96. 
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“e) Absolutely last resort — ^At least 3 insurance compa- 
nies have stated that they will insure the tax benefits of 
the transaction for a small premium. This should never 
be mentioned in an initial meeting and Larry Manth 
should be consulted for all insurance conversations to 
ensure consistency and independence on the transaction. 

“2) ‘I Need to Think About it.’ . . . We obviously do not 
want to seem too desperate but at the same time we need 
to keep this moving along. Some suggestions: 

“a) ‘Get Even’ Approach. Perhaps a good time to revisit 
the strategy is at or near estimated tax payment time 
when the shareholder is making or has made a large es- 
timated tax payment and is extremely irritated for hav- 
ing done so. . . . 

“b) Beenie Baby Approach. . . . We call the client and 
say that the firm has decided to cap the strategy . . . 
and the cap is quickly filling up. ‘Should I put you on 
the list as a potential?’ This is obviously a more ag^es- 
sive approach, but will tell you if the client is serious 
about the deal. 

“c) ‘Break-up’ Approach. This is a risky approach and 
should only be used in a limited number of cases. This 
approach entails us calling the client and conveying to 
them that they should no longer consider SC2 for a rea- 
son solely related to KPMG, such as the cap has been 
reached with respect to our city or region or . . . the de- 
mand has been so great that the firm is shutting it 
down. This approach is used as a psychological tool to 
elicit an immediate response from the client. . . . 

“5) John F. Brown Syndrome. This is named after an infa- 
mous attorney who could not get comfortable with any- 
thing about the strategy. We have had a number of clients 
with stubborn outside counsel with respect to the strategy 
itself, the engagement letter, or other aspects of the trans- 
action. Here are some approaches: 

“a. If we . . . know he will not approve of the trans- 
action we should tell this to the client and either walk 
or convince the client not to use the attorney or law firm 
for this deal. . . . 

“c. If the fee is substantial . . . the last resort is to sum- 
marize a transaction with all the possible bells and 
whistles to make the deal as risk-free as possible. For 
example: The client does SC2 with the following ele- 
ments: 1) option to reacquire stock from [tax exempt or- 
ganization], 2) insurance covering the tax benefits plus 
penalties . . ., and 3) outside opinion from an inde- 
pendent law firm. If the attorney is still uncomfortable, 
we need to convey this to the client and they can de- 
cide.” 

This document is hardly the work product of a disinterested tax 
adviser. In fact, it goes so far as to recommend that KPMG tax pro- 
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fessionals employ such hard-sell tactics as making misleading 
statements to their clients — claims that SC2 will he sold to only a 
limited number of people or that it is no longer being sold at all 
in order to “elicit an immediate response from the client.” The doc- 
ument also depicts attorneys raising technical concerns about SC2 
as “stubborn” naysayers who need to be circumvented, rather than 
satisfied. In short, rather than present KPMG as a disinterested 
tax adviser, this type of sales advice is evidence of a company in- 
tent on convincing an uninterested or hesitant client to buy a prod- 
uct that the client would apparently be otherwise unlikely to pur- 
chase or use. 

Using Tax Opinions and Insurance as Marketing Tools. 

Several documents obtained during the investigation demonstrate 
that KPMG deliberately traded on its reputation as a respected ac- 
counting firm and tax expert in selling questionable tax products 
to corporations and individuals. As described in the prior section on 
designing new tax products, the former WNT head acknowledged 
that KPMG’s “reputation will be used to market the [BLIPS] trans- 
action. This is a given in these types of deals.” In the SC2 “Sticking 
Points” document, KPMG instructed its tax professionals to re- 
spond to client concerns about the product by pointing out that SC2 
had been reviewed and approved by five KPMG tax specialty 
groups and by specialists who are former employees of the IRS.^®^ 

KPMG also used opinion letters as a marketing tool. Tax opinion 
letters are intended to provide written advice explaining whether 
a particular tax product is permissible under the law and, if chal- 
lenged by the IRS, the likelihood that the tax product would sur- 
vive court scrutiny. A tax opinion letter provided by a person with 
a financial stake in the tax product being analyzed has tradition- 
ally been accorded much less deference than an opinion letter sup- 
plied by a disinterested expert. As shown in the SC2 “Sticking 
Points” document just cited, if a client raised concerns about pur- 
chasing the product, KPMG instructed its tax professionals to re- 
spond that, “At least one outside law firm will give a co-opinion on 
the transactions.” In another SC2 document, KPMG advises its 
tax professionals to tell clients worried about IRS penalties: “The 
opinion letters that we issue should get you out of any penalties. 
However, the Service could try to argue that KPMG is the pro- 
moter of the strategy and therefore the opinions are biased and try 
and assert penalties. We believe there is very low risk of this re- 
sult. If you desire additional assurance, there is at least one out- 
side law firm in NYC that will issue a co-opinion. The cost ranges 
between $25k-$40k.” 

KPMG was apparently so convinced that an outside legal opinion 
increased the marketability of its tax products, that in the case of 


i^'^“SC2 — Meeting Agenda” and attachments, dated June 19, 2000, at Bates KPMG 0013394. 

Another document identified Bryan Cave, a law firm with over 600 professionals and 
offices in St. Louis, New York, and elsewhere, as willing “to issue a confirming tax opinion for 
the SC2 transaction.” Memorandum dated 2/16/01, from Andrew Atkin to SC2 Marketing Group, 
“Agenda from Feb 16th call and goals for the next two weeks,” Bates KPMG 0051135. See also 
email dated 7/19/00, from Robert Coplan of Ernst & Young to “Dickensg@aol.com,” Bates 
2003EY011939 (“As you know, we go to great lengths to line up a law firm to issue an opinion 
pursuant to a separate engagement letter from the client that is meant to make the law firm 
independent from us.”) 

169 “SC2 — Appropriate Answers for Frequently Asked Shareholder Questions,” included in an 
SC2 information packet dated 7/19/00, Bates KPMG 0013393. 
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FLIP, it agreed to pay Sidley Austin Brown & Wood a fee in any 
sale where a prospective buyer was told that the law firm would 
provide a favorable tax opinion letter, regardless of whether the 
opinion was actually provided. A KPMG tax professional explained 
in an email: “Our deal with Brown and Wood is that if their name 
is used in selling the strategy they will get a fee. We have decided 
as a firm that B&W opinion should be given in all deals.” This 
guaranteed fee arrangement also provided an incentive for Sidley 
Austin Brown & Wood to refer clients to KPMG. 

On occasion, KPMG also used insurance as a marketing tool to 
convince reluctant buyers to purchase a KPMG tax product. In the 
case of SC2, the “Sticking Points” document advised KPMG tax 
professionals to tell clients about the existence of an insurance pol- 
icy that, for a “small premium,” could guarantee SC2’s promised 
“tax benefits”: 

“At least 3 insurance companies have stated that they will 
insure the tax benefits of the transaction for a small pre- 
mium. This should never be mentioned in an initial meet- 
ing and Larry Manth should be consulted for all insurance 
conversations to ensure consistency and independence on 
the transaction.” 


According to KPMG tax professionals interviewed by Sub- 
committee staff, the insurance companies offering this insurance 
included AIG and Hartford. KPMG apparently possessed sample 
insurance policies that promised to reimburse the policy holder for 
a range of items, including penalties or fines assessed by the IRS 
for using SC2, essentially insuring the policy holder against being 
penalized for tax evasion. Once these policies were available, 
KPMG tax professionals were asked to re-visit potential clients 
who had declined the tax product and try again: 


“Attached above is a listing of all potential SC2 engage- 
ments that did not fly over the past year. . . . We now 
have a number of Insurance companies which would like 
to underwrite the tax risk inherent in the transaction. We 
may want to revisit those potential clients that declined 
because of audit risk.” 


Evidence obtained by the Subcommittee indicates that at least half 
a dozen SC2 purchasers also purchased SC2 insurance. 

Tracking Sales and Revenue. KPMG repeatedly told the Sub- 
committee staff that it did not have the technical capability to 
track the sales or revenues associated with particular tax prod- 
ucts. However, evidence gathered by the Subcommittee indicates 
that KPMG could and did obtain specific revenue tracking informa- 
tion. 


170 “j)eclaration of Richard E. Bosch,” IRS Revenue Agent, In re John Doe Summons to Sidley 
Austin Brown & Wood (N.D. 111. 10/16/03) at % 18, citing an email dated 10/1/97, from Gregg 
Ritchie to Randall Hamilton. (Capitalizations in original omitted.) 

171 “SC2 — Meeting Agenda” and attachments, dated June 19, 2000, Bates KPMG 0013375-96. 

172 See, e.g.. Subcommittee interview of Lawrence Manth (11/6/03). 

173 /rf. 

174 Email dated 2/9/01, from Ty Jordan to multiple KPMG tax professionals, “SC2 revisit of 
stale leads,” Bates KPMG 0050814. 

175 Subcommittee briefing by Jeffrey Eischeid (9/12/03); Subcommittee interview of Jeffrey 
Stein (10/31/03). 
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The Subcommittee learned, for example, that once a tax product 
was sold to a client and the client signed an engagement letter, 
KPMG assigned the transaction an “engagement number,” and re- 
corded in an electronic database all revenues resulting from that 
engagement. This engagement data could then be searched and 
manipulated to provide revenue information and totals for indi- 
vidual tax products. 

Specific evidence that revenue information was collected for tax 
products was obtained by the Subcommittee during the investiga- 
tion from parties other than KPMG. For example, an SC2 “update” 
prepared in mid-2001, includes detailed revenue information, in- 
cluding total nationwide revenues produced by the tax product 
since it was launched, total nationwide revenues produced during 
the 2001 fiscal year, and FYOl revenues broken down by each of 
six regions in the United States: 

“Revenue since solution was launched: 

$ 20 , 700,000 

“Revenue this fiscal year only: 

$ 10 , 700,000 

“Revenue by Region this Fiscal Year 

*West $7,250,000 

* Southeast $1,300,000 

* Southwest $850,000 

* Mid-Atlantic $550,000 

* Midwest $425,000 

* Northeast $300,000 

KPMG never produced this document to the Subcommittee.'^^ 
However, one email related to SC2 that KPMG did produce states 
that monthly OMS “tracking reports” were used to measure sales 
results for specific tax products, and these reports were regularly 
shared with National Deployment Champions, Tax Service Line 
leaders, and Area Managing Partners.'’^ 

Moreover, KPMG’s Tax Innovation Center reported in 2001, that 
it had developed new software that “captured solution development 
costs and revenue” and that it had begun “[p]repar[ing] quarterly 
Solution Profitability reports.” This information suggests that 
KPMG was refining its revenue tracking capabilities to be able to 
track not only gross revenues produced by a tax product, but also 
net revenues, and that it had begun collecting and monitoring this 
information on a regular basis. KPMG’s statement, “the firm does 
not maintain any systematic, reliable method of recording revenues 


Internal KPMG presentation, dated 6/18/01, by Andrew Atkin and Bob Huber, entitled “S- 
Corporation Charitable Contribution Strategy (SC2) Update,” Bates XX 001553. 

Another document provided to the Subcommittee by parties other than KPMG carefully 
traces the increase in the Tax Services Practice’s “gross revenue.” It shows a “45.5% Cumulative 
Growth” in gross revenue over a 4-year period, with $829 million in FY98, $1,001 million in 
FY99, $1,184 million in FYOO, and $1,239 million in FYOl. See chart entitled, “Tax Practice 
Growth Gross Revenue,” included in a presentation dated 7/19/01, entitled, “Innovative Tax So- 
lutions,” by Marsha Peters of Washington National Tax, Bates XX 001340. 

Email dated 8/6/00 from Jeffrey Stein tol5 National Deployment Champions, Bates KPMG 
050016. 

Internal KPMG presentation, dated 5/30/01, by the Tax Innovation Center, entitled “Tax 
Innovation Center Solution and Idea Development — ^Year-End Results,” Bates XX 001490-1502. 
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by tax product on a national basis,” was contradicted by the evi- 
dence. 

No Industry Slow-Down. Some members of the U.S. tax pro- 
fession have asserted that professional firms are beginning to turn 
away from marketing illegal tax shelters, so there is no need for 
investigations, reforms, or stronger laws in this area. KPMG has 
claimed that it is no longer marketing aggressive tax products de- 
signed to be sold to multiple clients. The Subcommittee investiga- 
tion, however, found that, while a few professional firms have re- 
duced or stopped selling generic tax products in the last 2 years, 
KPMG and other professional firms appear to be committed to con- 
tinuing and deepening their efforts to develop and market generic, 
potentially abusive, tax products to multiple clients. 

Evidence of KPMG’s commitment to ongoing tax product sales 
appears throughout this Report. For example, KPMG provided the 
Subcommittee with a 2003 list of more than 500 “active tax prod- 
ucts” it intends to offer to multiple clients for a fee. Just last year, 
in 2002, KPMG established a “Sales Opportunity Center” which the 
firm itself has characterized as “a powerful demonstration of the 
Firm’s commitment to giving” KPMG professionals ready access to 
marketing tools to sell products and services to multiple clients. 
Also in 2002, the Tax Innovation Center helped develop new soft- 
ware to enable KPMG to track tax product development costs and 
net revenues, and issue quarterly tax product profitability reports. 
In 2003, KPMG’s telemarketing center in Indiana continued to be 
staffed and ready for tax product marketing assistance. 

Evidence of marketing campaigns shows KPMG sought to expand 
its tax product sales by targeting new market segments. In August 
2001, for example, KPMG launched a “Middle Market Initiative” to 
increase its tax product sales to mid-sized corporations: 

“Consistent with several other firm initiatives . . . we are 
launching a major initiative in Tax to focus certain of our 
resources on the Middle Market. A major step in this ini- 
tiative is driving certain Stratecon high-end solutions to 
these companies . . . through a structured, proactive pro- 
gram. . . . National and area champions of this initiative 
will meet with leadership ... to discuss solutions, agree 
on appropriate targets, and develop an area strategy. . . . 

In order to maximize marketplace opportunities . . . na- 
tional and area champions will coordinate with and involve 
assurance partners and managers in their respective 
areas. . . . [CJhampions will also coordinate with the tax 
practice’s proposed strategic alliance with mid-tier ac- 
counting firms. The goal for Stratecon is to close and im- 
plement engagements totaling $15 M in revenues over the 
next 15 month period (FY ending 9/02).” i®' 

The Middle Market Initiative identified seven KPMG tax products 
to be marketed to mid-sized corporations, including SC2. It explic- 
itly called upon KPMG tax professionals to contact KPMG audit 


Letter from KPMG to Subcommittee, dated 4/22/03, attached one-page chart entitled, “Good 
Faith Estimate of Top Revenue-Generating Strategies,” n.l. 

1*1 Email dated 8/14/01, from Jeff Stein and Walter Duer to “KPMG LLP Partners, Managers 
and Staff,” “Stratecon Middle Market Initiative,” Bates KPMG 0050369. 
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partners to identify appropriate mid-sized corporations, and then to 
pitch one or more of the seven KPMG tax products to KPMG audit 
clients. It is the Subcommittee staffs understanding that this mar- 
keting campaign is ongoing and successfully increasing KPMG tax 
product sales to mid-sized corporations across the United States. 1*2 
In December 2001, KPMG held a “FY02 Tax Strategy Meeting,” 
to discuss “taking market leadership” in 2002. One email described 
the meeting as follows: 

“Thank you for attending the FY02 Tax Strategy Meeting. 

It’s now time to take action. As you enter the marketplace 
armed with the knowledge of ‘Taking Market Leadership,’ 
please remember to share your thoughts and experiences 
with us so we can better leverage the three key market pil- 
lars — Market Share, Client Centricity, and Market-Driven 
Solutions. . . . 

“[W]e want to hear more about: 

* Teaming with Assurance; . . . 

*How clients are responding to our services and solu- 
tions; 

* Ideas for new services and solutions; and 

* Best practices.” 1*2 

Additional evidence of KPMG’s continued involvement in the 
marketing of generic tax products comes from the chart prepared 
by KPMG, at the Subcommittee’s request, listing its top ten rev- 
enue producing tax products in 2000, 2001, and 2002 . The list 
of ten tax products for 2002 includes, among others, the “Tax-Effi- 
cient Minority Preferred Equity Sale Transaction” (TEMPEST) and 
the “Optional Tax-Deductible Hybrid Equity while Limiting Local 
Obligation” (OTHELLO). Another KPMG chart, listing 
Stratecon’s tax products as of January 1, 2002, describes TEM- 
PEST as a product that “creates capital loss,” while OTHELLO 
“[cjreates a basis step-up in built-in gain asset and potential for 
double benefit of built-in losses.” The minimum fee KPMG in- 
tends to charge clients for each of these products, TEMPEST and 
OTHELLO, is $1 million. KPMG has also indicated that each of 
the tax products listed on the Stratecon chart remained an “active 
tax product” as of February 10, 2003. 1 ®^ 

A final example of evidence of KPMG’s ongoing commitment to 
selling generic tax products is a draft business plan for fiscal year 
2002, prepared for the Personal Financial Planning (PFP) tax prac- 


1*2 Subcommittee interview of Jeffrey Stein (10/31/03). 

1*3 Email dated 12/12/01, from Dale Affonso to “Tax Personnel — LA & PSW,” Bates XX 001733. 

184 KPMG chart entitled, “Good Faith Estimate of Top Revenue-Generating Strategies,” at- 
tached to letter dated 4/22/03, from KPMG’s legal counsel to the Subcommittee, Bates I^MG 
0001801. 

i*5M 

1*6 KPMG chart entitled “StrateconWest/FSG Solutions and Solution WIP — ^As of January 1, 
2002,” Bates XX 001009-25. 

1*7 /rf. at 2. 

i**/c/. at 2 and 4. 

i*®See undated document provided by KPMG to the Subcommittee on 2/10/03, “describing all 
active tax products included in Tax Products Alerts, Tax Solutions Alerts and Tax Service 
Ideas,” Bates KPMG 0000089-90. 
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tice’s Innovative Strategies (IS) group. This business plan indi- 
cates that, while the IS group’s marketing efforts had decreased 
after IRS issuance of new tax shelter notices, it had done all the 
preparatory work needed to resume vigorous marketing of new, po- 
tentially abusive tax shelters in 2002. The IS business plan first re- 
counts the group’s past work on FLIP, OPIS, and BLIPS, noting 
that the millions of dollars in revenue produced from sales of these 
tax products had enabled IS to exceed its annual revenue goals in 
each year from 1998 until 2000. The business plan then states: 

“The fiscal [2001] IS revenue goal was $38 million and the 
practice has delivered $16 million through period 10. The 
shortfall from plan is primarily attributable to the August 
2000 issuance [by the IRS] of Notice 2000-44. This Notice 
specifically described both the retired BLIPS strategy and 
the then current [replacement, the Short Option Strategy 
or] SOS strategy. Accordingly, we made the business deci- 
sions to stop the implementation of ‘sold’ SOS transactions 
and to stay out of the ‘loss generator’ business for an ap- 
propriate period of time.” 

The business plan then identified six tax products which had 
been approved for sale or were awaiting approval, and which were 
“expected to generate $27 million of revenue in fiscal ’02.” Two 
of these strategies, called “Leveraged Private Split Dollar” and 
“Monetization Tax Advisory Services,” were not explained, but were 
projected to generate $5 million in 2002 fees each.i92 Another tax 
product, under development and projected to generate $12 million 
in 2002 fees, is described as: 

“a gain mitigation solution, POPS. Judging from the 
Firm’s historic success in generating revenue from this 
type of solution, a significant market opportunity obviously 
exists. We have completed the solution’s technical review 
and have almost finalized the rationale for not registering 
POPS as a tax shelter.” 

Still another tax product, under development and projected to gen- 
erate $5 million in 2002 fees, is described as a “conversion trans- 
action . . . that halves the taxpayer’s effective tax rate by effec- 
tively converting ordinary income to long term capital gain. . . . 
The most significant open issue is tax shelter registration and the 
impact registration will have on the solution.” The business plan 
estimates that, if the projected sales occur, “the planned revenue 
per [IS] partner would be $3 million and the planned contribution 
per partner would equal or exceed $1.5 million.” 

The business plan provides this analysis: 


190 Document dated 5/18/01, “PFP Practice Reorganization Innovative Strategies Business 
Plan — DRAFT,” Bates KPMG 0050620—23, at 1. This document was authored by Jeffrey 
Eischeid, according to Mr. Eischeid. Subcommittee interview of Jeffrey Eischeid (11/3/03). 

191 M at 3. 

192/c/. But see minutes dated 11/30/00, Monetization Solutions Task Force Teleconference, 
Bates KPMG 0050624—29, at 50627 (advocating KPMG design and implementation of “sophisti- 
cated entity structures that have elements of both financial product technology and tax tech- 
nology,” including “monetization solutions that have been traditionally offered by the investment 
banks” such as “prepaid forwards, puts and calls, short sales, synthetic OID conveyances, and 
other derivative structures.”) 

193 Document dated 5/18/01, “PFP Practice Reorganization Innovative Strategies Business 
Plan— DRAFT,” Bates KPMG 0050620-23, at 2. 
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“[TJhere has been a significant increase in the regulation 
of ‘tax shelters.’ Not only is this regulatory activity damp- 
ening market appetite, it is changing the structural nature 
of the underlying strategies. Specifically, taxpayers are 
having to put more money at risk for a longer period of 
time in order to improve the business purpose economic 
substance arguments. All things considered, it is more dif- 
ficult today to close tax advantaged transactions. Never- 
theless, we believe that the Innovative Strategies practice 
is a sustainable business opportunity with significant 
growth opportunity.” 

This and other evidence obtained by the Subcommittee during the 
past year indicate an ongoing, internal effort within KPMG to con- 
tinue the development and sale of generic tax products to multiple 
clients. 

(3) Implementing Tax Products 

(a) KPMG’s Implementation Role 

Finding: KPMG is actively involved in imple- 
menting the tax shelters which it sells to its cli- 
ents, including hy enlisting participation from 
hanks, investment advisory firms, and tax exempt 
organizations; preparing transactional documents; 
arranging purported loans; issuing and arranging 
opinion letters; providing administrative services; 
and preparing tax returns. 

In many cases, KPMG’s involvement with a tax product sold to 
a client does not end with the sale itself. Many KPMG tax prod- 
ucts, including the four examined by the Subcommittee, require the 
purchaser to carry out complex financial and investment activities 
in order to realize promised tax benefits. KPMG typically provided 
such clients with significant implementation assistance to ensure 
they realized the promised tax benefits on their tax returns. KPMG 
was also interested in successful implementation of its tax prod- 
ucts, because the track record that built up over time for a par- 
ticular product affected how KPMG could, in good faith, charac- 
terize that product to new clients. Implementation problems have 
also, at times, caused KPMG to adjust how a tax product is struc- 
tured and even spurred development of a new product. 

Executing FLIP, OPIS, and BLIPS. FLIP, OPIS, and BLIPS 
required the purchaser to establish a shell corporation, join a part- 
nership, obtain a multi-million dollar loan, and engage in a series 
of complex financial and investment transactions that had to be 
carried out in a certain order and in a certain way to realize tax 
benefits. The evidence collected by the Subcommittee shows that 
KPMG was heavily involved in making sure the client transactions 
were completed properly. 

As a first step, KPMG enlisted the participation of professional 
organizations to help design its products and carry them out. In 
the case of FLIP, which was the first of the four tax products to 
be developed, KPMG sought the assistance of investment experts 


i«/d. at 2. 
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at a small firm called Quellos to design the complex series of finan- 
cial transactions called for by the product, Quellos, using con- 
tacts it had established in other business dealings, helped KPMG 
convince a major bank, UBS AG, to provide financing and partici- 
pate in the FLIP transactions. Quellos worked with UBS to fine- 
tune the financial transactions, helped KPMG make client presen- 
tations about FLIP and, for those who purchased the product, 
helped complete the paperwork and transactions, using Quellos se- 
curities brokers. KPMG also enlisted help from Wachovia Bank, 
convincing the bank to refer bank clients who might be interested 
in the FLIP tax product, In some cases, the bank permitted 
KPMG and Quellos to make FLIP presentations to its clients in the 
bank’s offices, KPMG also enlisted Sidley Austin Brown & Wood 
to issue a favorable legal opinion letter on the FLIP tax product, 

In the case of OPTS and BLIPS, KPMG, again, enlisted the help 
of Sidley Austin Brown & Wood, but used a different investment 
advisory firm. Instead of Quellos, KPMG obtained investment ad- 
vice from Presidio Advisory Services. Presidio was formed in 1997, 
by two former KPMG tax professionals, one of whom was a key 
participant in the development and marketing of FLIP. 1^9 These 
two tax professionals left the accounting firm, because they wanted 
to focus on the investment side of the generic tax products being 
developed by KPMG.^oo Unlike Quellos, which had substantial in- 
vestment projects aside from FLIP, virtually all of Presidio’s work 
over the following 5 years derived from KPMG tax products. Pre- 
sidio’s principals worked closely with KPMG tax professionals to 
design OPTS and BLIPS. Presidio’s principals also helped KPMG 
obtain lending and securities services from three major banks, 
Deutsche Bank, HVB, and NatWest, to complete OPTS and BLIPS 
transactions. 

In addition to enlisting the participation of legal, investment, 
and financial professionals, KPMG provided significant administra- 
tive support for the FLIP, OPTS, and BLIPS transactions, using 
KPMG personnel to help draft and prepare transactional docu- 
ments, and assist the investment advisory firms and the banks 
with paperwork. For example, when a number of loans were due 
to be closed in certain BLIPS transactions, two KPMG staffers 
were stationed at HVB to assist the bank with closing and booking 


Quellos was then known and doing business as Quadra Capital Management LLP or QA 
Investments, LLC. 

196 KPMG actually did business with First Union National Bank, which subsequently merged 
with Wachovia Bank. 

Subcommittee interview of First Union National Bank representatives (3/25/03). 

198 KPMG actually worked with Brown & Wood, a large New York law firm which subse- 
quently merged with Sidley & Austin. 

199 The two former KPMG tax professionals are John Larson and Robert Pfaff. They also 
formed numerous other companies, many of them shells, to participate in business dealings in- 
cluding, in some cases, OPIS and BLIPS transactions. These related companies include Presidio 
Advisors, Presidio Growth, Presidio Resources, Presidio Volatility Management, Presidio Finan- 
cial Group, Hayes Street Management, Holland Park, Prevad, Inc., and Norwood Holdings (col- 
lectively referred to as “Presidio”). 

200 Subcommittee interview of John Larson (10/21/03); email dated 7/29/97, from Larry DeLap 
to multiple KPMG tax professionals, “Revised Memorandum,” Bates KPMG JAC 331160, for- 
warding memorandum dated 7/29/97, from Bob Pfaff to John Banning, Jeff Stein and others, 
“My Thoughts Concerning KPMG’s Tax Advantaged Transaction Practice, Presidio’s Relation- 
ship with KPMG, Transition Issues.” 
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issues. Other KPMG employees were assigned to Presidio to as- 
sist in expediting BLIPS transactions and paperwork. KPMG also 
worked with Quellos, Presidio, and the relevant banks to ensure 
that the banks established large enough credit lines, with hundreds 
of millions of dollars, to allow a substantial number of individuals 
to carry out FLIP, OPTS, and BLIPS transactions. 

When asked about KPMG’s communications with the banks, the 
OPTS and BLIPS National Deployment Champion initially denied 
ever contacting bank personnel directly, claiming instead to have 
relied on Quellos and Presidio personnel to work directly with the 
bank personnel . 202 When confronted with documentary evidence of 
direct contacts, however, the Deployment Champion reluctantly ad- 
mitted communicating on rare occasions with bank personnel. Evi- 
dence obtained by the Subcommittee, however, shows that KPMG 
communications with bank personnel were not rare. KPMG nego- 
tiated intensively with the banks over the factual representations 
that would be attributed to the banks in the KPMG opinion letters. 
On occasion, KPMG stationed its personnel at the banks to facili- 
tate transactions and paperwork. The BLIPS National Deployment 
Champion met with NatWest personnel regarding the BLIPS 
transactions. In one instance in 2000, documents indicate that, 
when clients had exhausted the available credit at Deutsche Bank 
to conduct OPTS transactions, the Deployment Champion planned 
to meet with senior Deutsche Bank officials about increasing the 
credit lines so that more OPTS products could be sold . 202 
Executing SC2. In the case of SC2, the tax product could not 
be executed at all without a charitable organization willing to par- 
ticipate in the required transactions. KPMG took on the task of lo- 
cating and convincing appropriate charities to participate in SC2 
transactions. The difficulty of this task was evident in several 
KPMG documents. For example, one SC2 document warned KPMG 
personnel not to look for a specific charity to participate in a spe- 
cific SC2 transaction until after an engagement letter was signed 
with a client because: “It is difficult to find qualifying tax exempts. 

. . . [0]f those that qualify only a few end up being interested and 
only a few of those will accept donations. . . . We need to be able 
to go to the tax-exempt with what we are going to give them to get 
them interested.” 204 in another email, the SC2 National Deploy- 
ment Champion wrote: 

“Currently we have five or six tax exempts that have re- 
viewed the transaction, are comfortable they are not sub- 
ject to UBIT [unrelated business income tax] and are eager 
to receive gifts of S Corp stock. These organizations are 
well established, solid organizations, but generally aren’t 


201 Credit Request dated 9/26/99, Bates HVB 001166; Subcommittee interview of HVB rep- 
resentatives (10/29/03). 

202 Subcommittee interview of Jeffrey Eischeid (10/8/03). 

203 See, e.g., memorandum dated 8/5/98, from Doug Ammerman to “PFP Partners,” “OPIS and 
Other Innovative Strategies,” Bates KPMG 0026141—43 at 2; email dated 5/13/99, sent by Bar- 
bara Mcconnachie but attributed to Doug Ammerman, to John Banning and other KPMG tax 
professionals, “FW: BLIPS,” Bates KPMG 0011903 (“Jeff Eischeid will be attending a meeting 
... to address the issue of expanding capacity at Deutsche Bank given our expectation regard- 
ing the substantial volume expected from this product.”) It is unclear whether this meeting actu- 
ally took place. 

204 Attachment entitled, “Tax Exempt Organizations,” included in an SC2 information packet 
dated 7/19/00, “SC2— Meeting Agenda,” Bates KPMG 0013387. 



209 


organizations our clients and targets have made gifts to in 
the past. This point hit painfully home when, just before 
siming our engagement letter for an SC2 transaction with 
a $3 million fee, an Atlanta target got cold feet.”205 

KPMG refused to identify to the Subcommittee any of the char- 
ities it contacted about SC2 or any of the handful of charities that 
actually participated in SC2 stock donations, claiming this was “tax 
return information” that it could not disclose. The Subcommittee 
was nevertheless able to identify and interview two charitable or- 
ganizations which, between them, participated in more than half of 
the 58 SC2 transactions KPMG arranged. 

Both charities interviewed by Subcommittee staff indicated that 
they first learned of SC2 when contacted by KPMG personnel. Both 
used the same phrase, that KPMG had contacted them “out of the 
blue.” 207 Both charities indicated that KPMG personnel explained 
SC2 to them, convinced them to participate, introduced the poten- 
tial SC2 donors to the charity, and supplied draft transactional doc- 
uments. Both charities indicated that, with KPMG acting as a liai- 
son, they then accepted S corporation stock donations from out-of- 
state residents whom they never met and with whom they had 
never had any prior contact. 

KPMG also distributed to its personnel a document entitled, 
“SC2 Implementation Process,” listing a host of implementation 
tasks they should complete in each transaction. These tasks in- 
cluded technical, administrative, and logistical chores. For exam- 
ple, KPMG personnel were told they should evaluate the S corpora- 
tion’s ownership structure and incorporation documentation; work 
with an outside valuation firm to determine the corporation’s enter- 
prise value and the value of the corporate stock and warrants; and 
physically deliver the appropriate stock certificates to the charity 
accepting the client’s stock donation.^os 

Both charities said that KPMG often acted as a go-between for 
the charity and the corporate donor, shuttling documents back and 
forth and answering inquiries on both sides. KPMG apparently also 
drafted and supplied draft transactional documents to the S cor- 
porations and corporate owners, One of the pension funds in- 
formed the Subcommittee staff that, when one corporate donor 
needed to re-take possession of the corporate stock due to an unre- 
lated business opportunity that required use of the stock, KPMG 
assisted in the mechanics of selling the stock back to the donor . 210 

The documentation shows that KPMG tax professionals also ex- 
pended significant effort developing a “back-end deal” for SC2 do- 
nors, meaning a tax transaction that could be used by the S cor- 
poration owner to further reduce or eliminate their tax liability 
when they retake control of the S corporation and distribute some 


205 Email dated 2/22/01, from Councill Leak to multiple KPMG tax professionals, “SC2 Solu- 
tion — New Development,” Bates KPMG 0050822. 

206 Subcommittee interviews with Los Angeles Department of Fire & Police Pension System 
(10/22/03) and the Austin Fire Relief and Retirement Fund (10/14/03). 

207 

208 “SQ2 Implementation Process,” included in an SC2 information packet dated 7/19/00, Bates 
KPMG 0013385-86. 

209 Subcommittee interview of Lawrence Manth (11/6/03). 

210 Subcommittee interview of William Stefka, Austin Fire Relief and Retirement Fund (10/ 
14/03). 
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or all of the income that built up within the company while the 
charity was a shareholder. The SC2 National Deployment Cham- 
pion wrote to more than 20 of his colleagues working on SC2 the 
following: 

“Our estimate is that by 12/31/02, there will be approxi- 
mately $1 billion of income generated by S-corps that have 
implemented this strategy, and our goal is to maintain the 
confidentiality of the strategy for as long as possible to 
protect these clients (and new clients). . . . 

“We have had our first redemption from the LAPD. Par- 
ticular thanks to [a KPMG tax professional] and his out- 
standing relationship with the LAPD fund administrators, 
the redemption went smooth. [Three KPMG tax profes- 
sionals] all worked together on structuring the back-end 
deal allowing for the shareholder to recognize a significant 
benefit, as well as getting KPMG a fee of approx. $1 mil- 
lion, double the original SC2 fee!! 

“[Another KPMG tax professional] is in the process of 
working on a back-end solution to be approved by WNT 
that will provide S-corp shareholders additional basis in 
their stock which will allow for the cash build-up inside of 
the S-corporation to be distributed tax-free to the share- 
holders. This should provide us with an additional revenue 
stream and a captive audience. Our estimate is that if 50% 
of the SC2 clients implement the back-end solution, poten- 
tial fees will approximate $25 million.” 21 1 

This email communication shows that the key KPMG tax profes- 
sionals involved with SC2 viewed the strategy as a way to defer 
and reduce taxes on substantial corporate income that was always 
intended to be returned to the control of the stock donor. It also 
shows that KPMG’s implementation efforts on SC2 continued long 
past the sale of the tax product to a client. 

Preparing KPMG Opinion Letters. In addition to helping cli- 
ents complete the transactions called for in FLIP, OPTS, BLIPS, 
and SC2, when it came time for clients to submit tax returns at 
the end of the year or in subsequent years, KPMG was available 
to help its clients prepare their returns. In addition, whether a cli- 
ent’s tax return was prepared by KPMG or someone else, KPMG 
supplied the client with a tax opinion letter explaining the tax ben- 
efits that the product provided and could be reflected in the client’s 
tax return. In three of the cases examined by the Subcommittee, 
KPMG also arranged for its clients to obtain a second favorable 
opinion letter from an outside law firm. In the fourth case, SC2, 
KPMG knew of law firms willing to issue a second opinion letter, 
but it is unclear whether any were actually issued. 

A tax opinion letter, sometimes called a legal opinion letter when 
issued by a law firm, is intended to provide written advice to a cli- 
ent on whether a particular tax product is permissible under the 
law and, if challenged by the IRS, how likely it would be that the 


211 Email dated 12/27/01, from Larry Manth to Andrew Atkin and other KPMG tax profes- 
sionals, “SC2,” Bates KPMG 0048773. See also email dated 8/18/01, from Larry Manth to mul- 
tiple KPMG tax professionals, “RE: New Solutions — WNT,” Bates KPMG 0026894. 



211 


challenged product would survive court scrutiny. The Sub- 
committee investigation uncovered disturbing evidence related to 
how opinion letters were being developed and used in connection 
with KPMG’s tax products. 

The first issue involves the accuracy and reliability of the factual 
representations that were included in the opinion letters sup- 
porting KPMG’s tax products. In the four case histories, KPMG tax 
professionals expended extensive effort drafting a prototype tax 
opinion letter to serve as a template for the opinion letters actually 
sent by KPMG to its clients. One key step in the drafting process 
was the drafting of factual representations attributed to parties 
participating in the relevant transactions. Such factual representa- 
tions play a critical role in the opinion letter by laying a factual 
foundation for its analysis and conclusions. Treasury regulations 
state: 

“The advice [in an opinion letter] must not be based on un- 
reasonable factual or legal assumptions (including assump- 
tions as to future events) and must not unreasonably rely 
on the representations, statements, findings, or agree- 
ments of the taxpayer or any other person. For example, 
the advice must not be based upon a representation or as- 
sumption which the taxpayer knows, or has reason to 
know, is unlikely to be true, such as an inaccurate rep- 
resentation or assumption as to the taxpayer’s purposes 
for entering into a transaction or for structuring a trans- 
action in a particular manner.” 212 

KPMG stated in its opinion letters that its analysis relied on the 
factual representations provided by the client and other key par- 
ties. In the BLIPS prototype tax opinion, for example, KPMG stat- 
ed that its “opinion and supporting analysis are based upon the fol- 
lowing description of the facts and representations associated with 
the investment transactions undertaken by Investor.” 213 The Sub- 
committee was told that Sidley Austin Brown & Wood relied on the 
same factual representations to compose the legal opinion letters 
that it drafted. 

Virtually all of the FLIP, OPIS, and BLIPS opinion letters con- 
tained boilerplate repetitions of the factual representations attrib- 
uted to the participating parties. For example, virtually all the 
KPMG FLIP clients made the same factual representations, worded 
in the same way. The same was true for KPMG’s OPIS clients and 
for KPMG’s BLIPS clients. Each of the banks that participated in 
BLIPS made factual representations that varied slightly from bank 
to bank, but did not vary at all for a particular bank. In other 
words, Deutsche Bank and HVB attested to slightly different 
versions of the factual representations attributed to the bank par- 
ticipating in the BLIPS transactions, but every BLIPS opinion let- 
ter that, for example, referred to Deutsche Bank, contained the 
exact same boilerplate language to which Deutsche Bank had 
agreed to attest. 


2i2Treas. Reg. § 1.6664^(c)(l)(ii). 

213 Prototype BLIPS tax opinion letter prepared by KPMG, (12/31/99), Bates KPMG 0000405- 
417, at 1. 
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The evidence is clear that KPMG took the lead in drafting the 
factual representations attributed to other parties, including the 
client or “investor” who purchased the tax product, the investment 
advisory firm that participated in the transactions, and the bank 
that provided the financing. In the case of the factual representa- 
tions attributed to the investment advisory firm or bank, the evi- 
dence indicates that KPMG presented its draft language to the rel- 
evant party and then engaged in detailed negotiations over the 
final wording.214 In the case of the factual representations attrib- 
uted to a client, however, the evidence indicates KPMG did not 
consult with its client beforehand, even for representations pur- 
porting to describe, in a factual way, the client’s intentions, motiva- 
tions, or understanding of the tax product. KPMG alone, appar- 
ently without any client input, wrote the client’s representations 
and then demanded that each client attest to them by returning a 
signed letter to the accounting firm. 

The evidence indicates that KPMG not only failed to consult with 
its clients before attributing factual representations to them, it also 
refused to allow its clients to deviate from the KPMG-drafted rep- 
resentations, even when clients disagreed with the statements 
being attributed to them. For example, according to a court com- 
plaint filed by one KPMG client, Joseph Jacoboni, he initially re- 
fused to attest to the factual representations sent to him by KPMG 
about a FLIP transaction, because he had no first hand knowledge 
of the “facts” and did not understand the FLIP transaction.^is Ac- 
cording to Mr. Jacoboni, KPMG would not alter the client represen- 
tations in any way and would not supply him with any opinion let- 
ter until he attested to the specific factual representations attrib- 
uted to him by KPMG. After a standoff lasting nearly 2 months, 
with the deadline for his tax return fast approaching, Mr. Jacoboni 
finally signed the representation letter attesting to the statements 
KPMG had drafted.^i® 

Equally disturbing is that some of the key factual representa- 
tions KPMG attributed to its clients appear to contain false or mis- 
leading statements. For example, in the BLIPS prototype letter, 
KPMG wrote: “Investor has represented to KPMG . . . [that the] 
Investor independently reviewed the economics underlying the 
[BLIPS] Investment Fund before entering into the program and be- 
lieved there was a reasonable opportunity to earn a reasonable pre- 
tax profit from the transactions.” The existence of a client profit 
motive and the existence of a reasonable opportunity to earn a rea- 
sonable pre-tax profit are central factors in determining whether a 
tax product like BLIPS has a business purpose and economic sub- 


214 See, e.g., email dated 3/27/00, from Jeffrey Eischeid to Richard Smith, “Bank representa- 
tion,” and email dated 3/28/00, from Jeffrey Eischeid to Mark Watson, “Bank representation,” 
Bates KPMG 0025753 (depicting negotiations between KPMG and Deutsche Bank over factual 
representations to be included in opinion letter). 

Jacoboni v. KPMG, Case No. 6:02-CV-510 (M.D. Fla. 4/29/02) Complaint at n 16-17 (“[I]t 
seemed ridiculous to ask Mr. Jacoboni to sign the Representation Letter, which neither he [Mr. 
Jacoboni’s legal counsel] nor Mr. Jacoboni understood. Moreover, Mr. Jacoboni had no personal 
knowledge of the factual representations in the letter and could not verify the facts as KPMG 
requested.” Emphasis in original.); Subcommittee interview of Mr. Jacoboni’s legal counsel (4/ 
4/03). 

216/c/. at 18-19. Mr. Jacaboni also alleges that, despite finally signing the letter, he never 
received the promised tax opinion letter from KPMG. 

217 Prototype BLIPS tax opinion letter prepared by KPMG, (12/31/99), Bates KPMG 0000405- 
417, at 9. 
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stance apart from its tax benefits. It is the Subcommittee’s under- 
standing that this client representation was repeated substantially 
verbatim in every BLIPS tax opinion letter KPMG issued. 

The first stumbling block is the notion that every client who pur- 
chased BLIPS “independently” reviewed its “economics” before- 
hand, and “believed” there was a reasonable opportunity to make 
a reasonable profit. BLIPS was an enormously complicated trans- 
action, with layers of structured finance, a complex loan, and intri- 
cate foreign currency trades. A technical analysis of its “economics” 
was likely beyond the capability of most of the BLIPS purchasers. 
In addition, IffMG knew there was only a remote possibility — not 
a reasonable possibility — of a client’s earning a profit in BLIPS. 
Nevertheless, since the existence of a reasonable opportunity to 
earn a reasonable profit was critical to BLIPS’ having economic 
substance, KPMG included that questionable client representation 
in its BLIPS tax opinion letter.^i^ 

BLIPS was constructed so that the potential for client profit from 
the BLIPS transactions increased significantly if the client partici- 
pated in all three phases of the BLIPS loan, which required a full 
7 years to finish. The head of DPP-Tax observed that KPMG had 
drafted a factual representation for inclusion in the prototype 
BLIPS tax opinion letter stating that, “The original intent of the 
parties was to participate in all three investment stages of the In- 
vestment Program.” He cautioned against including this factual 
representation in the opinion letter: “It seems to me that this [is] 
a critical element of the entire analysis and should not be blithely 
assumed as a ‘fact.’ ... I would caution that if there were, say, 
50 separate investors and all 50 bailed out at the completion of 
Stage I, such a representation would not seem credible.” 220 
The proposed representation was not included in the final 
version of the BLIPS prototype opinion letter, and the actual 
BLIPS track record supported the cautionary words of the DPP 
head. In 2000, the KPMG tax partner in charge of WNT wrote: 

“Lastly, an issue that I am somewhat reluctant to raise 
but I believe is very important going forward concerns the 
representations that we are relying on in order to render 
our tax opinion in BLIPS 1. In each of the 66 or more deals 
that were done at last year, our clients represented that 
they ‘independently’ reviewed the economics of the trans- 
action and had a reasonable opportunity to earn a pretax 
profit. . . . As I understand the facts, all 66 closed out by 
year-end and triggered the tax loss. Thus, while I continue 
to believe that we can issue the tax opinions on the BLIPS 


See email dated 5/4/99, from Mark Watson, WNT, to Larry DeLap, DPP, Bates KPMG 
0011916 (Quoting Presidio investment experts who set up the BLIPS transactions, KPMG tax 
expert states: “the probability of actually making a profit from this transaction is remote (pos- 
sible, but remote).”). 

219 KPMG required the investment advisory firm. Presidio, to make this same factual rep- 
resentation, even though Presidio had informed KPMG personnel that “the probability of actu- 
ally making a profit from this transaction is remote (possible, but remote).” The evidence indi- 
cates that both KPMG and Presidio knew there was only a remote possibility — not a reasonable 
possibility — of a client’s earning a profit in the BLIPS transaction, yet both continued to issue 
and stand behind an opinion letter attesting to what both knew was an inaccurate factual rep- 

220 Email dated 4/14/99, from Larry DeLap to multiple KPMG tax professionals, “RE: BLIPS,” 
Bates KPMG 0017578-79. 
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I deals, the issue going forward is can we continue to rely 
on the representations in any subsequent deals if we go 
down that road? . . . My recommendation is that we de- 
liver the tax opinions in BLIPS I and close the book on 
BLIPS and spend our best efforts on alternative trans- 
actions.” 221 

This email and other documentation indicate that KPMG was 
well aware that the BLIPS transactions were of limited duration 
and uniformly produced substantial tax losses that “investors” used 
to offset and shelter other income from taxation. 222 This growing 
factual record, showing that BLIPS investors invariably lost 
money, made it increasingly difficult for KPMG to rely on an al- 
leged client representation about BLIPS’ having a reasonable profit 
potential. KPMG nevertheless continued to sell the product and to 
issue tax opinion letters relying on a critical client representation 
that KPMG had drafted without client input and attributed to its 
clients, but which KPMG knew or had reason to know, was unsup- 
ported by the facts. 

Discontinuing Sales. Still another KPMG implementation issue 
involves decisions by KPMG to stop selling particular tax products. 
In all four of the case studies examined by the Subcommittee, 
KPMG stopped marketing the tax product within 1 or 2 years of 
its first sale. 223 The decision was made in each case by the head 
of DPP-Tax, after consultation with the product’s Deployment 
Champion and other senior tax professionals. 

When asked to explain why sales were discontinued, the DPP 
head offered several reasons for pulling a tax product off the mar- 
ket.224 The DPP head stated that he sometimes ended the mar- 
keting of a tax product out of concern that a judge would invalidate 
the tax product “as a step transaction,” using evidence that a num- 
ber of persons who purchased the product engaged in a series of 
similar transactions. 225 Limiting the number of tax products sold 
limited the evidence that each resulted in a similar set of trans- 
actions orchestrated by KPMG. Limiting the number of tax prod- 
ucts sold also limited information about them to a small circle and 
made it more difficult for the IRS to detect the activity. 226 

Evidence in the four case studies shows that internal KPMG di- 
rectives to stop sales of a particular tax product were, at times, ig- 
nored or circumvented by KPMG tax professionals marketing the 
products. For example, the DPP head announced an end to BLIPS 
sales in the fall of 1999, but allowed KPMG tax professionals to 
complete numerous BLIPS sales in 1999 and 2000, to persons who 


221 Email dated 2/24/00, from Philip Wiesner to multiple KPMG tax professionals, “RE: BLIPS/ 
OPIS,” Bates KPMG 0011789. 

222 Email dated 5/4/99, from Mark Watson, WNT, to Larry DeLap, DPP, Bates KPMG 
0011916. See also document dated 5/18/01, “PEP Practice Reorganization Innovative Strategies 
Business Plan — DRAFT,” authored by Jeffrey Eischeid, Bates I^MG 0050620-23, at 1-2 (refer- 
ring to BLIPS and its predecessors, FLIP and OPIS, as a “capital loss strategy,” “loss generator” 
or “gain mitigation solution”). 

223 See, e.g., email dated 12/29/01, from Larry DeLap to multiple KPMG tax professionals, 
“FW: SC2,” Bates KPMG 0050562 (discontinuing SC2); email dated 10/1/99, from Larry DeLap 
to multiple KPMG tax professionals, “BLIPS,” Bates KPMG 0011716 (discontinuing BLIPS); 
email dated 12/7/98, from Larry DeLap to multiple KPMG tax professionals, “OPIS,” Bates 
KPMG 0025730 (discontinuing OPIS). 

224 Subcommittee interview of Lawrence DeLap (10/30/03). 

225 /rf. 

226 See Section VI(B)(4) of this Report on “Avoiding Detection.” 
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had been approached before the marketing ban was announced. ^^7 
These purchasers were referred to internally at KPMG as “grand- 
fathered BLIPS” clients. 228 A handful of additional sales took place 
in 2000, over the objection of the DPP head, after his objection was 
overruled by head of the Tax Services Practice. 229 Also in 2000, 
some KPMG tax professionals attempted to restart BLIPS sales by 
developing a modified BLIPS product that would be sold to only ex- 
tremely wealthy individuals. 220 This effort was ultimately unsuc- 
cessful in restarting BLIPS sales. 

In the case of SC 2 , KPMG tax professionals simply did not com- 
ply with announced limits on the total number of SC 2 products 
that could be sold or limits on the use of telemarketing calls to 
market the product. 23 i In the case of FLIP and OPIS, additional 
sales, again, took place after the DPP head had announced an end 
to the marketing of the products. 222 The DPP head told Sub- 
committee staff that when he discontinued BLIPS sales in 1999 , he 
was pressed by the BLIPS National Deployment Champion and 
others for an alternative product.233 The DPP head indicated that, 
because of this pressure, he relented and allowed KPMG tax pro- 
fessionals to resume sales of OPIS, which he had halted a year ear- 
lier. 


(b) Role of Third Parties in Implementing KPMG Tax 
Products 

FLIP, OPIS, BLIPS, and SC 2 could not have been executed with- 
out the active and willing participation of the banks, investment 
advisors, lawyers, and charitable organizations that made these 
products work. The roll call of respected professional firms with di- 
rect and extensive involvement in the four KPMG case studies in- 
cludes Deutsche Bank, HVB, NatWest, UBS, Wachovia Bank, and 
Sidley Austin, Brown & Wood. Smaller professional firms such as 
Quellos, and charitable organizations such as the Los Angeles De- 
partment of Fire & Police Pensions and the Austin Fire Fighters 
Relief and Retirement Fund, while less well known nationally, are 
nevertheless respected institutions who played critical roles in the 
execution of at least one of the four tax products. 


227 See, e.g., email dated 10/13/99, from Carl Hasting to Dale Baumann, “RE: Year 2000 Blips 
Transactions,” Bates KPMG 0006485 (“I thought we were told to quit marketing 200[0] BLIPS 
transactions.”); email dated 10/13/99, from Dale Baumann to Carl Hasting and others, “RE: Year 
2000 Blips Transactions,” Bates KPMG 0006485 (“No marketing to clients who were not on the 
BLIPS 2000 list. The BLIPS 2000 list were for those individuals who we approached before 
Larry told us to stop marketing the strategy. . . .”). 

228 See, e.g., two emails dated 10/1/99, from Larry DeLap to multiple KPMG tax professionals, 
“BLIPS,” Bates KPMG 0011714. 

229 Subcommittee interview of Lawrence DeLap (10/30/03). 

230 See, e.g., email dated 6/20/00, from William Boyle of Deutsche Bank to other Deutsche 
Bank personnel, “Updated Presidio/KPMG trades,” Bates DB BLIPS 03280 (“Presidio and 
KPMG are developing an expanded version of BLIP’S which it will execute on a limited basis 
for its wealthy clientele. They anticipate executing approximately 10-15 deals of significant size 
(i.e. in the $100— 300m. Range).”). 

231 See Section VI(B)(2) of this Report on “Mass Marketing Tax Products.” See also, e.g., email 
dated 4/23/01, from John Schrier to Thomas Crawford, “RE: SC2 target list,” Bates KPMG 
0050029; email dated 12/20/01, from William Kelliher to David Brockway, “FW: SC2,” Bates 
KPMG 0013311; and email response dated 12/29/01, from Larry DeLap to William Kelliher, 
David Brockway, and others, “FW: SC2,” Bates KPMG 0013311. 

232 See, e.g., email dated 9/30/99, from Jeffrey Eischeid to Wolfgang Stolz and others, “OPIS,” 
Bates QL S004593. 

233 Subcommittee interview of Lawrence DeLap (10/30/03). 
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Finding: Some major banks and investment advi- 
sory firms have provided critical lending or invest- 
ment services or participated as essential counter 
parties in potentially abusive or illegal tax shel- 
ters sold by KPMG, in return for substantial fees 
or profits. 

The Role of the Banks. Five major banks participated in 
BLIPS, FLIP, and OPIS. Deutsche Bank participated in more than 
50 BLIPS transactions in 1999 and 2000, providing credit lines 
that totaled as much as $2.8 billion.234 Deutsche Bank also partici- 
pated in about 60 OPIS transactions in 1998 and 1999. HVB par- 
ticipated in more than 30 BLIPS transactions in 1999 and 2000, 
providing BLIPS credit lines that apparently totaled nearly $2.5 
billion.235 NatWest apparently also participated in a significant 
number of BLIPS transactions in 1999 and 2000, providing credit 
lines totaling more than $1 billion. ^36 UBS AG participated in 100- 
150 FLIP and OPIS transactions in 1997 and 1998, providing cred- 
it lines which, in the aggregate, were in the range of several billion 
Swiss francs. 337 

Two investment advisory firms also participated in the develop- 
ment, marketing and implementation of BLIPS, FLIP, and OPIS. 
Quellos participated in the development, marketing, and execution 
of FLIP. It participated in over 80 FLIP transactions with KPMG, 
as well as similar number of these transactions with 
PricewaterhouseCoopers and Wachovia Bank. It also executed some 
OPIS transactions for KPMG. Presidio participated in the develop- 
ment, marketing, and implementation of OPIS and BLIPS trans- 
actions, including the 186 BLIPS transactions related to 186 
KPMG clients. 338 The Presidio principals even conducted a BLIPS 
transaction on their own behalf. 339 


See, e.g., email dated 6/20/00, from William Boyle of Deutsche Bank to other Deutsche 
Bank personnel, “Updated Presidio/KPMG trades,” Bates DB BLIPS 03280; chart entitled, “Pre- 
sidio Advisory Services. Deal List 1999,” Bates HVB000875 {BLIPS transactions for 1999); chart 
entitled, “Presidio Advisory Services. Deal List 2000,” Bates HVCD00018-19 (BLIPS trans- 
actions for 2000). 

235 See, e.g., memorandum dated 8/19/03 (this date is likely in error), from Ted Wolf and Sylvie 
DeMetrio to Christopher Thorpe and others, “Presidio,” Bates HVCD 00001; chart entitled, “Pre- 
sidio Advisory Services. Deal List 1999,” Bates HVB000875 (BLIPS transactions for 1999); chart 
entitled, “Presidio Advisory Services. Deal List 2000,” Bates HVCD00018-19 (BLIPS trans- 
actions for 2000). See also credit request dated 1/6/00, Bates HVB 003320-30 (seeking approval 
of $1.5 billion credit line for 2000, and noting that, in 1999, the bank “booked USD 950 million 
(out of USD 1.03 billion approved) ... all cash collateralized.”) 

236 See, e.g., email dated 6/20/00, from William Boyle of Deutsche Bank to other Deutsche 
Bank personnel, “Updated Presidio/KPMG trades,” Bates DB BLIPS 03280. 

237 See, e.g., UBS memorandum dated 12/21/99, from Teri Kemmerer Sallwasser to Gail 
Fagan, “Boss Strategy Meetings . . .,” Bates SEN— 018253-57; Subcommittee interview of UBS 
representatives (4/4/03). 

238 See, e.g., email dated 3/14/98, from Jeff Stein to Robert Wells, John Banning, Larry DeLap, 
Gregg Ritchie, and others, “Simon Says,” Bates 638010, filed by the IRS on June 16, 2003, as 
an attachment to Respondent’s Requests for Admission, Schneider Interests v. Commissioner, 
U.S. Tax Court, Docket No. 200—02, (describing the role of Presidio principal, Robert Pfaff, in 
the development of OPIS); Subcommittee interviews of John Larson (10/3/03 and 10/21/03). 

239 Subcommittee interviews of John Larson (10/3/03 and 10/21/03). Presidio discussed com- 
pleting a BLIPS transaction on its own behalf with the assistance of HVB, but ultimately com- 
pleted the transaction elsewhere. See, e.g., “Corporate Banking Division — Credit Request” dated 
9/14/99, Bates HVB 000147-64; “Corporate Banking Division — Credit Request” dated 4/28/00, 
Bates HVB 004148-51; memorandum dated 9/14/99, from Robert Pfaff of Presidio to Dom 
DiGior^o of HVB, “BLIPS loan test case,” Bates HVB 000202; chart dated 9/14/99 entitled, 
“Presidio Ownership Structure,” Bates HVB 000215; undated document entitled, “Structural Dif- 
ferences in the Transaction for Presidio Principals,” Bates HVCD 00007; undated diagrams de- 
picting BLIPS loans to Presidio principals. Bates HVB 004272-75. 
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The banks and investment advisory firms interviewed by the 
Subcommittee staff acknowledged obtaining lucrative fees for their 
participation in FLIP, OPTS, or BLIPS. Deutsche Bank internal 
documents state that the bank earned more than $33 million from 
OPIS and expected to earn more than $30 million for BLIPS. 
HVB earned over $5.45 million for the BLIPS transactions it com- 
pleted in less than 3 months in 1999, and won approval of in- 
creased BLIPS transactions throughout 2000, “based on successful 
execution of previous transactions, low credit risk and excellent 
profitability.” 24i 

The Subcommittee interviewed four of the five banks, most of 
which cooperated with the inquiry and were generally open and 
candid about their interactions with KPMG, their understanding of 
FLIP, OPIS, and BLIPS, and their respective roles in these tax 
products. Evidence obtained by the Subcommittee shows that the 
banks knew they were participating in transactions whose primary 
purpose was to provide tax benefits to persons who had purchased 
tax products from KPMG. Some of the documentation also make it 
plain that the bank was aware that the tax product was potentially 
abusive and carried a risk to the reputation of any bank choosing 
to participate in it. 

For example, a number of Deutsche Bank documents make it 
clear that the bank knew BLIPS was a tax related transaction and 
posed a reputational risk to the bank if the bank chose to partici- 
pate in it. One Deutsche Bank official working to obtain bank ap- 
proval to participate in BLIPS wrote: 

“In this transaction, reputation risk is tax related and we 
have been asked by the Tax Department not to create an 
audit trail in respect of the Bank’s tax affaires. The Tax 
department assumes prime responsibility for controlling 
tax related risks (including reputation risk) and will brief 
senior management accordingly. We are therefore not ask- 
ing R&R [Reputation & Risk] Committee to approve rep- 
utation risk on BLIPS. This will be dealt with directly by 
the Tax Department and [Deutsche Bank Chief Executive 
Officer] John Ross.” ^42 

Another Deutsche Bank memorandum, prepared for the “New 
Product Committee” to use in reviewing BLIPS, included the fol- 
lowing statements explaining the transaction: 

“BLIPS will be marketed to High Net Worth Individual 
Clients of KPMG. . . . Loan conditions will be such as to 
enable DB to, in effect, force (p)repayment after 60 days at 
its option. . . . For tax and accounting purposes, repaying 


undated document entitled, “New Product Committee Overview Memo: BLIPS Trans- 
action,” Bates DB BLIPS 01959; email dated 4/28/99, from Francesco Piovanetti to Nancy 
Donohue, “presidio — w. revisions, I will call u in 1 min.,” Bates DB BLIPS 6911. 

241 See HVB credit request dated 1/6/00, Bates HVB 003320—30 (HVB “earned USD 4.45 mil- 
lion” from BLIPS loan fees and “approximately USD 1 million” from related foreign exchange 
activities for BLIPS transactions completed from October to December 1999); HVB document 
dated 8/6/00, from Thorpe, marked “DRAFT,” Bates HVB 001805. 

242 Email dated 7/30/99, from Ivor Dunbar of Deustche Bank, DMG UK, to multiple Deutsche 
Bank professionals, “Re: Risk & Resources Committee Paper — BLIPS,” unreadable Bates num- 
ber. See also email dated 7/29/99 from Mick Wood to Francesco Piovanetti and other Deutsche 
bank personnel, “Re: Risk & Resources Committee Paper — BLIPS,” Bates DB BLIPS 6556 
(paper prepared for the Risk & Resources Committee “skirts around the basic issue rather than 
addressing it head on (the tax reputational risk).”). 
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the [loan] premium amount will ‘count’” like a loss for tax 
and accounting purposes. ... At all times, the loan will 
maintain collateral of at least 101% to the loan + premium 
amount. ... It is imperative that the transaction he 
wound up after 45-60 days and the loan repaid due to the 
fact that the HNW individual will not receive his/her cap- 
ital loss (or tax henefit) until the transaction is wound up 
and the loan repaid. . . . At no time will DB Private Bank 
provide any tax advice to any individuals involved in the 
transactions. This will he further buttressed by signed dis- 
claimers designed to protect and ‘hold harmless’ DB. . . . 

DB has received a legal opinion from Shearman & Sterling 
which validates our envisaged role in the transaction and 
sees little or no risk to DB in the trade. Furthermore opin- 
ions have been issued from KPMG Central Tax depart- 
ment and Brown & Wood attesting to the soundness of the 
transactions from a tax perspective.” ^43 

Still another Deutsche Bank document states: “For tax and ac- 
counting purposes, the [loan] premium amount will be treated as 
a loss for tax purposes.” ^44 

Bank documentation indicates that a number of internal bank 
departments, including the tax, accounting, and legal departments, 
were asked to and did approve the bank’s participation in BLIPS. 
BLIPS was also brought to the attention of the bank’s Chief Execu- 
tive Officer John Ross who made the final decision on the bank’s 
participation.245 Minutes describing the meeting in which Mr. Ross 
approved the bank’s participation in BLIPS state: 

“[A] meeting with John Ross was held on August 3, 1999 
in order to discuss the BLIPS product. [A bank representa- 
tive] represented [Private Banking] Management’s views 
on reputational risk and client suitability. John Ross ap- 
proved the product, however insisted that any customer 
found to be in litigation be excluded from the product, the 
product be limited to 25 customers and that a low profile 
be kept on these transactions. . . . John Ross also re- 
quested to be kept informed of future transactions of a 
similar nature.” ^46 

Given the extensive and high level attention provided by the Bank 
regarding its participation in BLIPS, it seems clear that the bank 
had evaluated BLIPS carefully and knew what it was getting into. 

Other evidence shows that Deutsche Bank was aware that the 
BLIPS loans were not run-of-the-mill commercial loans, but had 
unusual features. Deutsche Bank refused, for example, to sign a 
letter representing that the BLIPS loan structure, which included 
an unusual multi-million dollar “loan premium” credited to a bor- 


243 Undated document entitled, “New Product Committee Overview Memo: BLIPS Trans- 
action,” Bates DB BLIPS 01959-63. 

244 Email dated 7/1/99 from Francesco Piovanetti to Ivor Dunbar, “‘Hugo’ BLIPS Paper,” with 
attachment entitled, “Bond Linked Indexed Premium Strategy ‘BLIPS,’ ” Bates DB BLIPS 6585- 
87 at 6587. 

245 See email dated 10/13/99, from Peter Sturzinger to Ken Tarr and other Deutsche Bank per- 
sonnel, “Re: BLIPS,” attaching minutes dated 8/4/99, from a “Deutsche Bank Private Banking, 
Management Committee Meeting” that discussed BLIPS, Bates DB BLIPS 6520-6521. 

246/rf. at 6520. 
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rower’s account at the start of the loan, 24? was consistent with “in- 
dustry standards.” The BLIPS National Deployment Champion had 
asked the bank to make this representation to provide “comfort 
that the loan was being made in line with conventional lending 
practices.” 248 When the bank declined to make the requested rep- 
resentation, the BLIPS National Deployment Champion tried a sec- 
ond time, only to report to his colleagues: “The bank has pushed 
back again and said they simply will not represent that the large 
premium loan is consistent with industry standards.” 249 He tried 
a third time and reported: “I’ve pushed really hard for our original 
language. To say they are resisting is an understatement.” 250 The 
final tax opinion letter issued by KPMG contained compromise lan- 
guage which said little more than the loan complied with the 
bank’s own procedures: “The loan . . . was approved by the com- 
petent authorities within [the Bank] as consistent, in the light of 
all the circumstances such authorities consider relevant, with [the 
Bank’s] credit and documentation standards.” 251 

A year after Deutsche Bank began executing BLIPS transactions, 
a key bank official handling these transactions wrote an email 
which acknowledged the “tax benefits” associated with BLIPS and 
noted, again, the reputational risk these transactions posed to the 
bank: 

“During 1999, we executed $2. 8b. of loan premium deals as 
part of the BLIP’S approval process. At that time, NatWest 
and [HVB] had executed approximately $0.5 b. of loan pre- 
mium deals. I understand that we based our limitations on 
concerns regarding reputational risk which were height- 
ened, in part, on the proportion of deals we have executed 
relative to the other banks. Since that time, [HVB], and to 
a certain extent NatWest, have participated in approxi- 
mately an additional $1.0-1. 5 b. of grandfathered BLIP’S 
deals. . . . [HVB] does not have the same sensitivity to 
and market exposure as DB does with respect to the 
reputational risk from making the high-coupon loan to the 
client. ... As you are aware, the tax benefits from the 
transaction potentially arise from a contribution to the 
partnership subject to the high-coupon note and not from 
the execution of FX positions in the partnership, activities 
which we perform in the ordinary course of our busi- 
ness.” 252 

This document shows that Deutsche Bank was fully aware of and 
had a sophisticated understanding of the tax aspects of BLIPS. To 
address the issue of reputational risk, the email went on to propose 
that, because HVB had a limited capacity to issue more BLIPS 
loans, and Deutsche Bank did not want to expose itself to increased 


247 See Appendix A. 

248 Email dated 3/20/00, from Jeffrey Eischeid to Mark Watson, “Bank representation,” Bates 
KPMG 0025754. 

249 Email dated 3/27/00, from Jeffrey Eischeid to Richard Smith, “Bank representation,” Bates 
KPMG 0025753. 

250 Email dated 3/28/00, from Jeffrey Eischeid to Mark Watson, “Bank representation,” Bates 
KPMG 0025753. 

251 KPMG prototype tax opinion letter on BLIPS, dated 12/31/99, at 11. 

252 Email dated 6/20/00, from William Boyle to multiple Deutsche Bank professionals, “Up- 
dated Presidio/KPMG trades,” Bates DB BLIPS 03280. 
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reputational risk by making additional direct loans to BLIPS cli- 
ents, “we would like to lend an amount of money to [HVB] equal 
to the amount of money [HVB] lends to the client. . . . We would 
like tax department approval to participate in the aforementioned 
more complex trades by executing the underlying transactions and 
making loans to [HVB].” In other words, Deutsche Bank wanted to 
be the bank behind HVB, financing more BLIPS loans in exchange 
for fees and other profits. 

Other Deutsche Bank documents suggest that the bank may 
have been helping KPMG find clients or otherwise marketing the 
BLIPS tax products. A November 1999 presentation by the bank’s 
“Structured Finance Group,” for example, listed BLIPS as one of 
several tax products the group was offering to U.S. and European 
clients seeking “gain mitigation.” 253 The presentation listed as the 
bank’s “strengths” its ability to lend funds in connection with 
BLIPS and its “relationships with [the] ‘promoters’ ” 254 later named 
as Presidio and KPMG . 255 An internal bank email a few months 
earlier asked: “What is the status of the BLIPS. Are you still ac- 
tively marketing this product[?]” 256 

The same document suggests that Deutsche Bank may have been 
a tax shelter promoter in its own right. For example, the document 
indicates that, in 1999, the Structured Transactions Group was of- 
fering over a dozen sophisticated tax products to U.S. and Euro- 
pean clients seeking to “execute tax driven deals” or “gain mitiga- 
tion” strategies. 252 The document indicates that Deutsche Bank 
was aggressively marketing these tax products to large U.S. cor- 
porations and individuals, and planning to close billions of dollars 
worth of transactions.258 At least two of the tax products listed by 
Deutsche Bank, BLIPS and the Customized Adjustable Rate Debt 
Facility (CARDS), were later determined by the IRS to be poten- 
tially abusive tax shelters. During the late 1990’s and early 2000, 
Deutsche Bank was also involved, either directly or through Bank- 
ers Trust (which Deutsche Bank acquired in June 1999), in a num- 
ber of tax-driven transactions with Enron Corporation, including 
Project Steele, Project Cochise, Project Tomas, and Project Val- 
halla . 259 

Despite the bank’s involvement in and sophisticated knowledge 
of generic tax products, when asked about BLIPS during a Sub- 
committee interview, the Deutsche Bank representative insisted 
that BLIPS was an investment strategy which, like all investment 
products, had tax implications. The bank representative also indi- 
cated that, despite handling BLIPS transactions for the bank, he 


253 Email dated 4/3/02, from Viktoria Antoniades to Brian McGuire and other Deutsche Bank 
personnel, “US GROUP 1 Pres,” DB BLIPS 6329-52, attaching a presentation dated 11/15/99, 
entitled “Structured Transactions Group North America,” at 6336, 6346. 

254 at 6337. 

255 /rf. at 6346. 

256 Email dated 7/19/99, involving multiple Deutsche Bank employees, “Update NY Issues,” 
Bates DB BLIPS 6775. 

257 Email dated 4/3/02, from Viktoria Antoniades to Brian McGuire and other Deutsche Bank 
personnel, “US GROUP 1 Pres,” DB BLIPS 6329-52, attaching a presentation dated 11/15/99, 
entitled “Structured Transactions Group North America,” at 6336. See also undated document 
entitled, “Update on the Private Exchange Fund,” Bates DB BLIPS 6433 (describing the pack- 
aging of another tax product offered by the Structured Transactions Group). 

258 M at 6345-46. 

259 See “Report of Investigation of Enron Corporation and Related Entities Regarding Federal 
Tax and Compensation Issues, and Policy Recommendations,” Joint Committee on Taxation 
Staff (Report No. JCS-3-03, February 2003). 
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did not understand the details of the BLIPS transactions, and 
downplayed any reputational risk that BLIPS might have posed to 

the bank. 260 

In contrast to Deutsche Bank’s stance, in which its representa- 
tive’s oral information repeatedly contradicted its internal docu- 
mentation, HVB representatives provided oral information that 
was fully consistent with the bank’s internal documentation. HVB’s 
representative acknowledged, for example, that HVB knew BLIPS 
had been designed and was intended to provide tax benefits to 
KPMG clients. The bank indicated that, at the time it became in- 
volved, it felt it had no obligation to refrain from participating in 
BLIPS, since KPMG had provided the bank with an opinion stating 
that BLIPS complied with federal tax law. For example, in one doc- 
ument seeking approval to provide a significant line of credit to fi- 
nance BLIPS loans, HVB wrote this about the tax risks associated 
with BLIPS: “Disallowance of tax attributes. A review by the IRS 
could potentially result in a ruling that would disallow the [BLIPS] 
structure. . . . We are confident that none of the foregoing would 
affect the bank or its position in any meaningful way for the fol- 
lowing reasons. . . . IffMG has issued an opinion that the struc- 
ture will most likely be upheld, even if challenged by the IRS.”26i 
A handwritten document prepared by HVB personnel is even more 
direct. It characterizes the 7% fee charged to KPMG clients for 
BLIPS as “paid by investor for tax sheltering.” 262 This document 
also states that the bank “amortizes premium over the life of loan 
for tax purposes.” 

When it became clear that the IRS would list BLIPS as an abu- 
sive tax shelter, an internal HVB memorandum again acknowl- 
edged that BLIPS was a tax transaction and ordered a halt to fi- 
nancing the product, while disavowing any liability for the bank’s 
role in carrying out the BLIPS transactions: 

“[I]t is clear that the tax benefits for individuals who have 
participated in the [BLIPS] transaction will not be grand- 
fathered because Treasury believe that their actions were 
contrary to current law. ... It is not likely that KPMG/ 
Presidio will go forward with additional transactions. . . . 

As we have stated previously, we anticipate no adverse 
consequences for the HVB since we have not promoted the 
transaction. We have simply been a lender and nothing in 
the notice implies a threat to our position. 

“In view of the tone of the notice we will not book any new 
transactions and will cancel our existing unused [credit] 
lines prior to the end of this month.” 263 

HVB’s representative explained to the Subcommittee staff that 
the apparent bank risk in lending substantial sums to a shell cor- 
poration had been mitigated by the terms of the BLIPS loan which 
gave the bank virtually total control over the BLIPS loan proceeds 


260 Subcommittee interview of Deutsche Bank, (11/10/03). 

261 Credit request dated 9/26/99, Bates HVB 001166. 

262 Undated one-page, handwritten document outlining BLIPS structure entitled, “Presidio,” 
which Alex Nouvakhov of HVB acknowledged during his Subcommittee interview had been writ- 
ten by him, Bates HVB 000204. 

263 Memorandum dated 8/16/00, from Dom DeGiorgio and Richard Pankuch to Christopher 
Thorpe and others, “Presidio BLIPS Transactions,” Bates HVB 003346. 
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and enabled the bank to ensure the loan and loan premium would 
be repaid. 264 The bank explained, for example, that from the start 
of the loan, the borrower was required to maintain collateral equal 
to 101% of the loan proceeds and loan premium and could place 
these funds only in a narrow range of bank-approved invest- 
ments. 265 That meant the bank treated not only all of the loan pro- 
ceeds and loan premium as collateral, but also additional funds 
supplied by the KPMG client to meet the 101% collateral require- 
ment. HVB wrote: “We are protected in our documentation through 
a minimum overcollateralization ratio of 1.0125 to 1 at all times. 
Violation of this ratio triggers immediate acceleration under the 
loan agreements without notice.” 266 HVB also wrote: “The Per- 
mitted Investments . . . are either extremely conservative in na- 
ture ... or have no collateral value for margin purposes.” 26? 
KPMG put it this way: “Lender holds all cash as collateral in addi- 
tion to being custodian and clearing agent for Partnership. . . . All 
Partnership trades can only be executed through Lender or an affil- 
iate. . . . Lender must authorize trades before execution.” 268 
Deutsche Bank and HVB were not the only banks involved in 
executing KPMG tax products. Another was Wachovia Bank, acting 
through First Union National Bank, which not only referred bank 
clients to KPMG to purchase FLIP, but also directly sold FLIP to 
many of its clients, and considered becoming involved with BLIPS 
and SC2 as well. 269 A 1999 Wachovia internal email demonstrates 
that the bank was fully aware that it was being asked to facilitate 
transactions designed to reduce or eliminate tax liability for KPMG 
clients: 

“[A] KPMG investment/tax strategy . . . was voted and 
approved by the due diligence subcommittee last week. 

This means that the Risk Oversight Committee will have 
this particular strategy on its agenda at its Wednesday 
meeting. . . . The strategy will service to offset either ordi- 
nary income or capital gains ($20 million minimum). 

“There are several critical points that should be noted with 
respect to this strategy if we get it approved. Many of 


264 Subcommittee interview of HVB representative (10/29/03). 

265 See, e.g., email dated 10/29/99, from Richard Pankuch to Erwin Volt, “KWG I capital treat- 
ment for our Presidio Transaction,” Bates HVB 000352 (“Our structure calls for all collateral 
to be placed in a collateral account pledged to the bank.”); email dated 9/24/99, from Richard 
Pankuch to Christopher Thorpe and other HVB professionals, “Re: Presidio,” Bates HVB 000682 
(“all collateral is in our own hands and subject to the Permitted Investment requirement”). Com- 
pare undated Deutsche Bank document, likely prepared in 1999, “New Product Committee Over- 
view Memo: BLIPS Transaction,” Bates DB BLIPS 01959-63, at 1961 (“At all times, the loan 
will maintain collateral of at least 101% to the loan + loan premium amount. If the amount 
goes below this limit, the loan will be unwound and the principal + premium repaid.”); email 
dated 7/1/99, from Francesco Piovanetti to Ivor Dunbar, “‘Hugo’ BLIPS Paper,” with attachment 
entitled, “Bond Linked Indexed Premium Strate^ ‘BLIPS’,” Bates HVB DB BLIPS 6885—87 
(“The loan proceeds (par and premium) will be held in custody at DB in cash or money market 
deposits. . . . Loan conditions will be such as to enable DB to, in effect, force prepayment after 
sixty days at its option.”). 

266 blips credit request dated 9/14/99, Bates HVB 000155. See also Memorandum dated 7/ 
29/99, from William Boyle to Mick Wood and other Deutsche Bank personnel, “GCI Risk and 
Resources Committee — BLIPS Transaction,” Bates DB BLIPS 06566, at 3 (The BLIPS loan “will 
be overcollateralized and should the value of the collateral drop below a 1.0125:1.0 ratio, DB 
may liquidate the collateral immediately and apply the proceeds to repay amounts due under 
the Note and swap agreements.”) 

267 blips credit request dated 9/14/99, Bates HVB 000155. 

268 Document dated 3/4/99, “BLIPS — transaction description and checklist,” Bates KPMG 
0003933-35. 

269 See Section VI(2) of this Report for discussion of Wachovia’s client referral activities. 
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these points related to Sandy Spitz’ concern (and KPMG’s 
concern) that First Union has a very high profile across 
our franchise for being associated with ‘tax’ strategies: 
namely, FLIP and BOSS. Sandy does not want this kind 
of high profile to he associated with this new strategy. 

“In order to address some of Sandy’s concerns and lower 
our profile . . . 

“* The strategy has an KPMG acronym which will not he 
shared with the general First Union community. We 
will prohahly assign a generic name. . . . 

“*No one-pager will he distributed to our referral 
sources describing the strategy. . . . 

“*Fees to First Union will be 50 basis points if the in- 
vestor is not a KPMG client, 25 bps if they are a 
KPMG client. . . . 

“I have written up a technical summary of the tax opinion 
since Sandy will only allow us to read a draft copy of the 
opinion in his office without making a copy.” 

Clearly, First Union was well aware that it was handling products 
intended to help clients reduce or eliminate their taxes and was 
worried about its own high profile from being “associated with ‘tax’ 
strategies” like FLIP. 

In addition to its participation in KPMG-developed tax products. 
First Union helped develop and market the BOSS tax product sold 
by PricewaterhouseCoopers (“PWC”), which was later determined 
by the IRS to be a potentially abusive tax shelter. First Union had 
in its files the following document advocating the bank’s involve- 
ment with BOSS: 

“The proposed transaction takes advantage of an anomaly 
in current tax law which we expect will be closed down by 
legislation as soon as Congress finds out about it. We 
make this investment available only to select clients in 
order to limit the number of people who know about it. We 
hope that will delay the time Congress finds out about it, 
but at some point, it is likely that they will find out and 
enact legislation to shut it down. First Union acts as sales 
agent for PwC with respect to this transaction, since the 
bankers are in a very good position to know when a client 
has entered into a significant transaction which might 
have generated significant taxable income. Pricewater- 
houseCoopers would provide a Tax Opinion Letter which 
would say that if the entity were examined by the IRS, the 
transaction would ‘more likely than not’ be successfully 
upheld.” 271 

This document provides additional, unmistakable evidence that 
First Union knew it was participating in transactions whose pri- 
mary purpose was to reduce or eliminate clients’ taxes. 


270 Email dated 8/30/99, from Tom Newman to multiple First Union professionals, “next strat- 
egy,” Bates SEN-014622. 

271 Memorandum dated 12/21/99, from Teri Kemmerer Sallwasser to Gail Fagan, “Boss Strat- 
egy Meetings . . Bates SEN-018253-57. 
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Still another bank that handled KPMG tax products is UBS AG, 
now one of the largest banks in the world. UBS was convinced by 
Quellos and KPMG to participate in numerous FLIP and OPTS 
transactions in 1997 and 1998, referred to collectively by UBS as 
“redemption transactions.” 

UBS documentation clearly and repeatedly describes these trans- 
actions as tax-related. For example, one UBS document explaining 
the transactions is entitled: “U.S. Capital Loss Scheme — tJBS ‘re- 
demption trades.’” It states: 

“The essence of the UBS redemption trade is the creation 
of a capital loss for U.S. tax purposes which may be used 
by a U.S. tax resident to off-set any capital gains tax li- 
ability to which it would otherwise be subject. The tax 
structure was originally devised by KPMG. ... In October 
1996, UBS was approached jointly by Quadra . . . and 
KPMG with a view to it seeking UBS’ participation in a 
scheme that implemented the tax loss structure developed 
by KPMG. The role sought of UBS was one purely of exe- 
cution counterparty. ... It was clear from the outset — 
and has been continually emphasised since — that UBS 
made no endorsement of the scheme and that its connec- 
tion with the structure should not imply any implicit con- 
firmation by UBS that the desired tax consequences will 
be recognized by the U.S. tax authorities. . . . UBS under- 
took a thorough investigation into the propriety of its pro- 
posed involvement in these transactions. The following 
steps were undertaken: [redacted by UBS as ‘privileged 
material’].” 

At another point, the UBS document explains the “Economic Ra- 
tionale” for redemption transactions to be: “Tax benefit for cli- 
ent,” while still another UBS document states: “The motivation 
for this structure is tax optimisation for U.S. tax residents who are 
enjoying capital gains that are subject to U.S. tax. The structure 
creates a capital loss from a U.S. tax point of view (but not from 
an economic point of view) which may be offset against existing 
capital gains.” ^74 

In February 1998, an unidentified UBS “insider” sent a letter to 
UBS management in London “to let you know that [UBS unit] 
Global Equity [D]erivatives is currently offering an illegal capital 
gains tax evasion scheme to US tax payers,” meaning the redemp- 
tion transactions. The letter continued: 

“This scheme is costing the US Internal Revenue [S]ervice 
several hundred million dollars a year. I am concerned 
that once IRS comes to know about this scheme they will 
levy huge financiaPcriminal penalties on UBS for offering 
tax evasion schemes. ... In 1997 several billion dollars of 
this scheme was sold to high networth US tax payers, I am 


272 UBS internal document dated 3/1/99, “Equities Large/Heavily Structured Transaction Ap- 
proval,” with attachment entitled, “U.S. Capital Loss Scheme — UBS ‘redemption trades,”’ Bates 
UBS 000009-15. 

273M at UBS 000010. 

274 UBS internal document dated 11/13/97, “Description of the UBS ‘Redemption’ Structure,” 
Bates UBS 000031. 
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told that in 1998 the plan is continu[ing] to market this 
scheme and to offer several new US tax avoidance schemes 
involving swaps. 

“My sole objective is to let you know about this scheme, so 
that you can take some concrete steps to minimise the fi- 
nancial and reputational damage to UBS. . . . 

“P.S. I am sorry I cannot disclose my identity at this time 
because I don’t know whether this action of mine will be 
rewarded or punished.” 

In response to the letter, UBS halted all redemption trades for sev- 
eral months. UBS apparently examined the nature of the trans- 
actions as well as whether they should be registered in the United 
States as tax shelters. UBS later resumed selling the products, 
stopping only after KPMG discontinued the sales. 

The UBS documents show that the bank was well aware that 
FLIP and OPIS were designed and sold to KPMG clients as ways 
to reduce or eliminate their U.S. tax liability. The bank apparently 
justified its participation in the transactions by reasoning that its 
participation did not signify its endorsement of the transactions 
and did not constitute aiding or abetting tax evasion. The bank 
then proceeded to provide the financing that made these tax prod- 
ucts possible. 

The Role of the Investment Advisors. Bank personnel were 
not the only financial professionals assisting KPMG with BLIPS, 
FLIP, and OPIS. Investment experts also played key roles in de- 
signing, marketing, and implementing the three tax products, 
working closely with KPMG tax professionals throughout the proc- 
ess. For example, the investment experts involved with BLIPS, 
FLIP, and OPIS helped KPMG with designing the specific financial 
transactions, making client presentations, obtaining financing from 
the banks, preparing the transactional documents, establishing the 
required shell corporations and partnerships, and facilitating the 
completion of individual client transactions. In the case of FLIP, in- 
vestment experts at Quellos, then known as Quadra, provided 
these services. In the case of OPIS, both Quellos and Presidio pro- 
vided these services. In the case of BLIPS, these services were gen- 
erally provided by Presidio. 

A memorandum sent by a Quellos investment expert to a banker 
at UBS explained the investment company’s role in FLIP and the 
nature of the tax product itself as follows: 

“KPMG approached us as to whether we could affect the 
security trades necessary to achieve the desired tax re- 
sults. I indicated that I felt we could and they are cur- 
rently not looking elsewhere for assistance in executing 
the transaction. 


Letter dated 2/12/98, addressed to SBC Warburg Dillon Read in London, Bates UBS 
000038. 

276 See email dated 3/27/98, from Chris Donegan of UBS to Norm Bontje of Quadra and others, 
“Re: Redemption Trade,” UBS 000039 (“Wolfgang and I are presently unable to execute any re- 
demption transactions on UBS stock. The main reason for this seems to be a concern within 
UBS that this trade should be registered as a tax shelter with the IRS.”). 

277 Subcommittee interview with UBS representative (10/28/03). 
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“The tax opportunity created is extremely complex, and is 
really based more on the structuring of the entities in- 
volved in the securities transactions rather than the secu- 
rities transactions themselves. KPMG has assured me that 
prior to spending much time, beyond just conceptually see- 
ing if we can do it, they would provide Quadra and any 
counterparty (UBS) with the necessary legal opinions and 
representatives letters as to why they are recommending 
this transaction to their clients. Assuming their tax anal- 
ysis is complete, our challenge is to design a series of secu- 
rities/derivatives trades that meet the required objectives. 

“In summary, this tax motivated transaction is designed 
for U.S. companies requiring a tax loss. The way this loss 
is generated is through the U.S. company exercising a se- 
ries of options to acquire majority ownership in a Foreign 
investment (Fund). The tax benefits are created for U.S. 

Co. based on the types of securities transactions done in 
the foreign investment Fund and shifting the cost basis to 
the parent U.S. Company. . . . 

“If a U.S. company/individual has a $100 million dollar 
capital gain they owe taxes, depending on their tax posi- 
tion, ranging from $28 million to $35 million. As a result, 
they are more than willing to pay $2 to $4 million to gen- 
erate a tax loss to offset the capital gain and corresponding 
taxes. . . . 

“I have told KPMG that we should be able to execute the 
transaction once they have a commitment from a potential 
client. KPMG has already had a number of preliminary 
meetings with potential clients and one of their challenges 
was to identify a party that can manage the Fund level 
and facilitate the transactions with Foreign Co. Given your 
ability to act as Foreign Co., and facilitate the securities 
trades, I have told them to stop looking. Once they have 
a firm client, then we can map out the various details to 
execute the transaction.” 27* 

This document leaves no doubt that Quellos was fully aware that 
FLIP was a “tax motivated transaction” designed for companies or 
individuals “requiring a tax loss.” 

Quellos was successful in convincing UBS to participate in not 
only FLIP, but also OPTS transactions throughout 1997 and 1998, 
as described earlier. Quellos may also have been a tax shelter pro- 
moter in its own right. For example, in addition to its dealings with 
KPMG on FLIP and OPTS, Quellos teamed up with First Union 
National Bank and PWC to execute about 80 FLIP transactions for 
them. In addition, Quellos held discussions with KPMG regarding 
at least two tax products that Quellos itself had developed, but it 
is unclear whether sales of these products actually took place. 279 A 


278 Memorandum dated 8/12/96, from Jeff Greenstein of Quellos to Wolfgang Stolz of UBS, 
Bates UBS 000002. 

279 See, e.g., email dated 12/10/99, from Douglas Ammerman to multiple KPMG tax profes- 
sionals, “Innovative Strategy Development,” Bates KPMG 0036736 (discusses KPMG working 
with Quellos on two products that Quellos had developed, called FORTS, a “loss generating 
strategy,” and WEST, a “conversion strategy.”). 
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UBS document states that Quellos’ “specialty is providing tax effi- 
cient investment schemes for high net worth U.S. individuals and 
their investment vehicles.” 

Presidio played a similar role in the design, marketing, and im- 
plementation of OPTS and BLIPS. Two of Presidio’s principals are 
former KPMG tax professionals who knew the KPMG tax profes- 
sionals working on OPTS and BLIPS. These Presidio principals 
were repeatedly identified by KPMG as members of “the working 
group” developing OPTS and were described as having contributed 
to the design and implementation of OPIS.^si Moreover, Presidio 
initially brought the idea for BLIPS to KPMG, and was thoroughly 
involved in the development, marketing, and implementation of the 
product. On May 1, 1999, prior to the final approval of BLIPS, Pre- 
sidio representatives made a detailed presentation to KPMG tax 
professionals on how the company was planning to implement the 
BLIPS transactions. 282 During the presentation, among other 
points. Presidio representatives disclosed that there was only a “re- 
mote” possibility that any investor would actually profit from the 
contemplated foreign currency transactions, and that the banks 
providing the financing planned to retain, under the terms of the 
contemplated BLIPS “loans,” an effective “veto” over how the “loan 
proceeds” could be invested. These statements, among others, 
caused KPMG’s key technical reviewer in the Washington National 
Tax group to reconsider his approval of the BLIPS product, in part 
because he felt he had “not been given complete information about 
how the transaction would be structured.” 283 

When BLIPS was eventually approved over the objections of the 
WNT technical reviewer. Presidio played a key role in making cli- 
ent presentations to sell the product and in executing the actual 
BLIPS transactions. One of the most important roles Presidio 
played in BLIPS was, in each BLIPS transaction, to direct two of 
the companies it controlled. Presidio Growth and Presidio Re- 
sources, to enter into a “Strategic Investment Fund” partnership 
with the relevant BLIPS client. This partnership was central to the 
entire BLIPS transaction, since it was this partnership that as- 
sumed and repaid the purported “loan” that gave rise to the BLIPS 
client’s “tax loss.” In each BLIPS transaction, a Presidio company 


280 Undated UBS internal document, “Memorandum on USB’ involvement in U.S. Capital Loss 
Generation Scheme (the ‘CLG Scheme’),” Bates UBS 000006. 

281 See , e.g., memorandum dated 3/13/98, from Robert Simon to Jeff Stein and Sandy Smith, 
all of KPMG, “OPIS,” Bates KPMG 0010262 (“The attached went to the entire working group 
(Pfaff, Ritchie, R.J. Ruble of Brown & Wood, Bickham, and Larson).”); email dated 3/14/98 from 
Jeff Stein to multiple KPMG tax professionals, “Simon Says,” Bates 638010, filed by the IRS 
on June 16, 2003, as an attachment to Respondent’s Requests for Admission, Schneider Interests 
V. Commissioner, U.S. Tax Court, Docket No. 200—02 (“By the way — anybody who does not have 
a copy of the Pfaff letter, let me know and I will fax it over to you. In addition in case you 
want a copy of the November 6, 1997 memo detailing the proposed LLC structure written by 
Simon to The Working Group’ which included Ritchie, Pfaff, Larson, Bickahm [sic] and R.J. 
Ruble of the law firm of Brown & Wood let me know and I will fax it over to you as well.”). 
Robert Pfaff and John Larson are the former KPMG tax professionals who left the firm to open 
Presidio. 

282 See, e.g., email dated 5/10/99, from Mark Watson to John Lanning and others, “FW: 
BLIPS,” Bates MTW 0039; email dated 5/5/99, from Mark Watson to Larry DeLap, Bates KPMG 
0011915-16. See also, e.g., memorandum dated 4/20/99, from Amir Makov of Presidio to John 
Rolfes of Deutsche Bank, “BLIPS friction costs,” Bates DB BLIPS 01977 (showing Presidio’s role 
in planning the BLIPS transactions; includes statement: “On day 60, Investor exits partnership 
and unwinds all trades in partnership.”) 

283 See Section VI(B)(1) of this Report discussing the BLIPS development and approval proc- 
ess; email dated 5/10/99, from Mark Watson to John Lanning and others, “FW: BLIPS,” Bates 
MTW 0039. 
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acted as the managing partner for the partnership and contributed 
a small portion of the funds used in the BLIPS transactions. Pre- 
sidio also performed administrative tasks that, while more mun- 
dane, were critical to the success of the the tax product. For exam- 
ple, when BLIPS was just starting to get underway. Presidio took 
several steps to facilitate the transactions, including stationing per- 
sonnel at one of the law firms preparing the transactional docu- 
ments. ^84 

When a problem arose indicating that currency conversions in 
two BLIPS transactions had been timed in such a way that they 
would create negative tax consequences for the BLIPS clients. Pre- 
sidio apparently took the lead in correcting the “errors.” An email 
sent by Presidio to HVB states: 

“I know that Steven has talked to you regarding the error 
for Roanoke Ventures. I have also noted an error for Mobil 
Ventures. None of the Euro’s should have been converted 
to [U.S. dollars] in 1999. Due to the tax consequences that 
result from these sales, it is critical that these transactions 
be reversed and made to look as though they did not occur 
at all.” 285 

Other documents suggest that, as Presidio requested, the ref- 
erenced 1999 currency trades were somehow “reversed” and then 
executed the next month in early 2000.2*6 HVB told Subcommittee 
staffers that they had been unaware of this matter and would have 
to research the transactions to determine whether, in fact, trades 
or paperwork had been altered. 2*7 

Presidio has worked with KPMG on a number of tax products in 
addition to the four examined in this Report. A Presidio represent- 
ative told the Subcommittee staff that 95% of the company’s rev- 
enue came from its work with KPMG.288 

Finding: Some law firms have provided legal serv- 
ices that facilitated KPMG’s development and sale 
of potentially abusive or illegal tax shelters, in- 
cluding hy providing design assistance or collabo- 
rating on allegedly “independent” opinion letters 
representing to clients that a tax product would 
withstand an IRS challenge, in return for substan- 
tial fees. 


284 Email dated 5/13/99, from Barbara Mcconnachie to multiple KPMG tax professionals, “FW: 
BLIPS,” Bates MTW 0045 (“Presidio has 2 individuals permanently housed at Sherman & Ster- 
ling to assist in the necessary documentation.”). Sherman & Sterling prepared many of the key 
transactional documents for BLIPS transactions involving Deutsche Bank. 

285 Email dated 12/28/99, from Kerry Bratton of Presidio to Alexandre Nouvakhov and Amy 
McCarthy of HVB, “FX Confirmations,” Bates HVB 002035. 

286 See, e.g., memorandum dated 12/23/99, from Kerry Bratton of Presidio to Amy McCarthy 
of HVB, “Transfer Instructions,” Bates HVB 001699; memorandum dated 1/19/00, from Steven 
Buss at Presidio to Alex Nouvakhov at HVB, “FX Instructions — Mobile Ventures LLC,” Bates 
HVB 001603; email dated 1/19/00, from Alex Nouvakhov at HVB to Matt Dunn at HVB, “Pre- 
sidio,” Bates HVB 001601 (“We need to sell Euros for another Presidio account and credit their 
[U.S. dollar] DDA account. It is the same deal as the one for Roanoke you did earlier today.”); 
email dated 1/19/00, from Alex Nouvakhov at HVB to Steven Buss at Presidio, “Re: mobile,” 
Bates HVB 001602; memorandum dated 1/19/00, from Steven Buss at Presidio to Timothy 
Schifter at KPMG, “Sale Confirmation,” Bates HVB 001600. 

287 Subcommittee interview of HVB iDank representatives (10/29/03). 

288 Subcommittee interview of John Larson (6/20/03). 
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The Role of the Law Firms. The evidence obtained by the Sub- 
committee during the course of the investigation determined that 
one law firm, Sidley Austin Brown & Wood, played a significant 
and ongoing role in the development, marketing, and implementa- 
tion of the four KPMG tax products featured in this Report. 

Sidley Austin Brown & Wood is currently being audited by the 
IRS to evaluate the firm’s “role ... in the organization and sale 
of tax shelters” and compliance with federal tax shelter require- 
ments. In court pleadings, the IRS has alleged the following: 

“[I]t appears that [Sidley Austin Brown & Wood] was in- 
volved in the organization and sale of transactions which 
were or later became listed transactions,’ or that may be 
other ‘potentially abusive tax shelters.’ The organization 
and sale of these transactions appears to have been coordi- 
nated by [primarily] . . . Raymond J. Ruble. . . . During 
the investigation, I learned that [Sidley Austin Brown & 
Wood] issued approximately 600 opinions with respect to 
certain listed transactions promoted (or co-promoted) by, 
among others, KPMG, Arthur Andersen, BDO Seidman, 
Diversified Group, Inc., and Ernst & Young. . . . The IRS 
has identified transactions for which [Sidley Austin Brown 
& Wood] provided opinions, . . . FLIPS, OPIS, COBRA, 
BLIPS and CARDS, as ‘listed transactions.’ ”29° 


The IRS also alleges that, in response to a December 2001 disclo- 
sure initiative in which taxpayers obtained penalty waivers in ex- 
change for identifying their tax shelter promoters, 80 disclosure 
statements named Sidley Austin Brown & Wood as “promoting, so- 
liciting, or recommending their participation in certain tax shel- 
ters.” 29i The IRS also alleges that the law firm provided approxi- 
mately 600 opinions for at least 13 tax products, including FLIP, 
OPIS, and BLIPS.292 

Information obtained by the Subcommittee indicates that Sidley 
Austin Brown & Wood, through the efforts of Mr. Ruble, did more 
than simply draft opinion letters supporting KPMG tax products; 
the law firm formed an alliance with KPMG to develop and market 
these tax products. IRS court pleadings, for example, quote a De- 
cember 1997 email in which Mr. Ruble states: “This morning my 
managing partner, Tom Smith, approved Brown & Wood LLP 
working with the newly conformed tax products group at KPMG on 
a joint basis in which we would jointly develop and market tax 
products and jointly share in the fees.” 293 An internal KPMG 
memorandum around the same time states: “[W]e need to consum- 
mate a formal strategic allicance with Brown & Wood.” 294 


289 “j)eclaration of Richard E. Bosch,” IRS Revenue Agent, In re John Doe Summons to Sidley 
Austin Brown & Wood (N.D. 111. 10/16/03) at % 5. 

290M 9, 10, 12. 

291 M at % 14. 

292 at % 27(a). 

at ^ 15, citing an email dated 12/15/97, from R.J. Ruble. This email also references a 
meeting to be set up between KPMG and two partners at Sidley Austin Brown & Wood, Paul 
Pringle and Eric Haueter. See also email dated 12/24/97, from R.J. Ruble to Randall Brickham 
at I^MG, “Confidential Matters,” Bates KPMG 0047356 (“Thanks again . . . for spending time 
with Paul and Eric. Their meeting you all helps me immensely with the politics here.”). 

294 Memorandum dated 12/19/97, from Randall Bickham to Gregg Ritchie, “Business Model — 
Brown & Wood Strategic Alliance,” Bates KPMG 0047228. 
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Three months later, an internal KPMG memorandum discussing 
an upcoming meeting between KPMG and Brown & Wood states 
that KPMG tax professionals intended to discuss “how to institu- 
tionalize the KPMG/B&W relationship.” 295 Among other items, 
KPMG planned to discuss “the key profit-drivers for our joint prac- 
tice,” citing in particular KPMG’s “Customer list” and “Financial 
commitment” and Brown & Wood’s “Institutional relationships 
within the investment banking community.” The memorandum 
states that KPMG also planned to discuss “[wjhat should be the 
profit-split between KPMG, B&W and the tax products group/ 
implementor for jointly-developed products,” and suggesting that in 
“a 7% deal” KPMG, B&W and the “Implementor” should split the 
net profits evenly, after awarding a “finder’s allocation” to the 
party who found the tax product purchaser. Still other documents 
indicate that Sidley Austin Brown & Wood, through Mr. Ruble, be- 
came a member of a working group that jointly developed OPIS.296 
Evidence obtained by the Subcommittee also indicates that Sidley 
Austin Brown & Wood, through Mr. Ruble, was an active partici- 
pant in the development of BLIPS, expending significant time 
working with KPMG tax professionals to author their respective 
opinion letters. 

In the case histories examined by the Subcommittee, once the de- 
sign of a KPMG tax product was complete and KPMG began selling 
the product to clients, Sidley Austin Brown & Wood’s primary im- 
plementation role became one of issuing legal opinion letters to the 
persons who had purchased the products. Sidley Austin Brown & 
Wood, through Mr. Ruble, wrote literally hundreds of legal opinions 
supporting FLIP, OPTS, and BLIPS . 297 In the case of SC2, KPMG 
had apparently made arrangements for clients to obtain a second 
opinion from either Sidley Austin Brown & Wood 298 or Bryan Cave, 
another major law firm,299 but it is unclear how many SC2 buyers, 
if any, took advantage of these arrangements and bought a second 
opinion. 

Traditionally, second opinion letters are supplied by a disin- 
terested tax expert with no financial stake in the transaction being 
evaluated, and this expert sends an individualized letter to a single 
client. Certain IRS penalties, in fact, can be waived if a taxpayer 
relies “in good faith” on expert tax advice . 200 The mass marketing 
of tax products to multiple clients, however, has been followed by 
the mass production of opinion letters that, for each letter sent to 


295 Memorandum dated 3/2/98, from Randall Bickham to Gregg Ritchie, “B&W Meeting,” Bates 
KPMG 0047225-27. 

296 See , e.g., memorandum dated 3/13/98, from Robert Simon to Jeff Stein and Sandy Smith, 
all of KPMG, “OPIS,” Bates KPMG 0010262 (“The attached went to the entire working group 
(Pfaff, Ritchie, R.J. Ruble of Brown & Wood, Bickham, and Larson).”); email dated 3/14/98 from 
Jeff Stein to multiple KPMG tax professionals, “Simon Says,” Bates 638010, filed by the IRS 
on June 16, 2003, as an attachment to Respondent’s Requests for Admission, Schneider Interests 
V. Commissioner, U.S. Tax Court, Docket No. 200—02 (“By the way — anybody who does not have 
a copy of the Pfaff letter, let me know and I will fax it over to you. In addition in case you 
want a copy of the November 6, 1997 memo detailing the proposed LLC structure written by 
Simon to “The Working Group” which included Ritchie, Pfaff, Larson, Bickahm [sic] and R.J. 
Ruble of the law firm of Brown & Wood let me know and I will fax it over to you as well.”). 

297 See “Declaration of Richard E. Bosch,” IRS Revenue Agent, In re John Doe Summons to 
Sidley Austin Brown & Wood (N.D. 111. 10/16/03) at ^ 18, citing an email by KPMG tax profes- 
sional Gregg Ritchie. 

298 Subcommittee interview of Lawrence Manth (11/6/03). 

299 See memorandum dated 2/16/01, from Andrew Atkin to SC2 Marketing Group, “Agenda 
from Feb 16th call and goals for next two weeks,” Bates KPMG 0051135. 

300 See 26 U.S.C. §6662(d)(2)(C)(i); Treas.Reg. §§ 1.6662-4(g)(4)(ii) and 1.6664-4(c)(l). 
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a client, earns its author a handsome fee. Since there are few costs 
associated with producing new opinion letters, once a prototype 
opinion letter has been completed for the generic tax product, the 
mass production of largely boilerplate opinion letters has become a 
lucrative business for firms like Sidley Austin Brown & Wood. The 
attractive profits available from these letters have also created new 
incentives for law firms to team up with tax product promoters to 
become the preferred source for a second opinion letter. This profit 
motive undermines an arms-length relationship between the two 
opinion writers. 

Actions taken by Sidley Austin Brown & Wood and KPMG to col- 
laborate on their respective opinion letters raises additional ques- 
tions about the law firm’s independent status. The evidence indi- 
cates that the law firm collaborated extensively with KPMG in the 
drafting of the BLIPS, FLIP, and OPTS opinion letters. This col- 
laboration included joint identification, research, and analysis of 
key legal and tax issues; discussions about the best way to organize 
and present the reasoning used in their respective letters; and joint 
efforts to identify necessary factual representations by the partici- 
pating parties in the transactions being analyzed. In the case of 
FLIP, Mr. Ruble faxed a copy of his draft opinion letter to KPMG 
before issuing it.^oi In the case of BLIPS, Sidley Austin Brown & 
Wood and IQ’MG actually exchanged copies of their respective 
draft opinion letters and conducted a detailed “side-by-side” review 
“to make sure we each cover everything the other has.” 202 The re- 
sult was two, allegedly independent opinion letters containing nu- 
merous, virtually identical paragraphs. 

KPMG used the availability of a second opinion letter from 
Sidley Austin Brown & Wood as a marketing tool to increase sales 
of its tax products, telling clients that having this second letter 
would help protect them from accuracy-related penalties if the IRS 
were to later invalidate a tax product. Many clients were appar- 
ently swayed by this advice and sought an opinion letter from the 
law firm. Evidence obtained by the Subcommittee indicates that 
the opinion letters provided by the law firm were, like KPMG’s 
opinion letters, virtually identical in content and reflected little, if 
any, individualized client interaction or legal advice. In some cases, 
KPMG arranged to obtain a client’s opinion letter directly from the 
law firm and delivered it to the client, apparently without the cli- 
ent’s ever speaking to any Sidley Austin Brown & Wood lawyer. 
One individual told the Subcommittee staff that after KPMG sold 
him FLIP, KPMG arranged for him to obtain a favorable opinion 
letter from Sidley Austin Brown & Wood without his ever con- 
tacting the law firm or directly speaking with a lawyer. 204 An indi- 


Facsimile cover sheet dated 2/26/97, from R. J. Ruble to David Lippman and John Larson 
at KPMG, Bates XX 001440. 

302 Email dated 9/24/99, from R.J. Ruble of Brown & Wood, to Jeffrey Eischeid and Rick 
Bickham of KPMG, Bates KPMG 0033497; followed by other emails exchanged between Brown 
& Wood and KPMG personnel, from 9/25/99 to 10/29/99, Bates KPMG 0033496-97. 

303 See, e.g., KPMG document dated 6/19/00, entitled “SC2 — Meeting Agenda,” Bates KPMG 
0013375-96, at 13393; see also Section VI{B)(2) of this Report on using tax opinion letters as 
a marketing tool. 

^^Jacoboni v. KPMG, Case No. 02-CV-510 {D.M.D. Fla. 4/29/02), at f 19 (“Mr. Jacoboni later 
received a copy of a ‘concurring opinion’ dated August 31, 1998, from the law firm Brown & 
Wood, LLP, which was requested by Dale Baumann of KPMG. The Brown & Wood concurring 

Continued 
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vidual testifying at a recent Senate Finance Committee hearing 
testified that he had received a Sidley Austin Brown & Wood opin- 
ion letter for COBRA, a tax product he had purchased from Ernst 
& Young, hy picking up the letter from the accounting firm’s office. 
He testified that he never communicated with anyone at the law 
firm. 305 This type of evidence suggests that the law firm’s focus was 
not on providing individualized legal advice to clients, hut on 
churning out boilerplate opinion letters for a fee. 

By routinely directing clients to Sidley Austin Brown & Wood to 
obtain a second opinion letter, KPMG produced a steady stream of 
income for the law firm. In the case of BLIPS, FLIP, and OPTS, 
Sidley Austin Brown & Wood was apparently paid at least $50,000 
per opinion. One document indicates that Sidley Austin Brown & 
Wood was paid this fee in every case where its name was men- 
tioned during a sales pitch for BLIPS, whether or not the client ac- 
tually purchased the law firm’s opinion letter. Other evidence indi- 
cates that in some BLIPS transactions expected to produce a very 
large “tax loss” for the client, Sidley Austin Brown & Wood was 
paid more than $50,000 for its opinion letter. 

Sidley Austin Brown & Wood provided opinion letters not only to 
KPMG, but also to other firms selling similar tax products. For ex- 
ample, the law firm also issued favorable opinion letters for 
COBRA, a tax product similar to OPTS, but sold by Ernst & Young. 
An email seems to suggest that when a client sought a tax opinion 
letter for a product from Ernst & Young and was turned down, 
Sidley Austin Brown & Wood may have advised the client to try 
KPMG instead. The internal Ernst & Young email states: 

“[Redacted name] told me that during the January meet- 
ing, Richard Shapiro gave him the name of R.J. Rubell 
[sic] at Brown and Wood and said that they could contact 
him directly regarding the tax opinion and other issues. 

He did that. Rubell said that Brown and Wood stands by 
the deal and is willing to issue the same opinion letter as 
before. They and others do not see the risk that E&Y sees. 
Apparently, B&W is also working with Diversified and 
KPMG and Rubell steered them in that direction.” 306 

It is unclear exactly what problem is being addressed, but this 
email raises concerns about opinion letter shopping and about the 
propriety of the law firm’s steering clients away from Ernst & 
Young, apparently because that firm refused to issue a requested 
letter, and toward KPMG. 

In short, in exchange for substantial fees, Sidley Austin Brown 
& Wood provided legal services that facilitated KPMG’s develop- 
ment and sale of potentially abusive or illegal tax shelters such as 
FLIP, OPTS, and BLIPS, including by providing design assistance 
and collaborating on allegedly “independent” opinion letters rep- 


opinion was mailed from New York to Mr. Jacoboni in Florida.”); Subcommittee interview of 
legal counsel to Joseph Jacoboni (4/4/03). 

305 See testimony of Henry Camferdam regarding his purchase of COBRA, Senate Finance 
Committee hearing, “Tax Shelters: Who’s Buying, Who’s Selling, and What’s the Government 
Doing About It?” (10/21/03) (Camferdam: “I never talked to anyone at Brown & Wood. In fact, 
all of their documents were sent to us via [Ernst & Young] — not directly to us.”). 

306 Email dated 2/11/00, from Alexander Eckman to David G. Johnson and others, subject line 
redacted. Bates 2003EY011640. 
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resenting to clients that the KPMG tax products would withstand 
an IRS challenge. 

Finding: Some charitable organizations have par- 
ticipated as essential counter parties in a highly 
questionable tax shelter developed and sold by 
KPMG, in return for donations or the promise of 
future donations. 

The Role of the Charitable Organizations. SC2 transactions 
could not have taken place at all without the willing participation 
of a charitable organization. To participate in SC2 transactions, a 
charity had to undertake a number of non-routine and potentially 
expensive, time-consuming tasks. For example, the charity had to 
agree to accept an S corporation stock donation, which for many 
charities is, in itself, unusual; make sure it is exempt from the un- 
related business income tax (hereinafter “UBIT”) and would not be 
taxed for any corporate income earned during the time when the 
charity was a shareholder; sign a redemption agreement; determine 
how to treat the stock donation on its financial statements; and 
then hold the stock for several years before receiving any cash do- 
nation for its efforts. Moreover, relatively few charities are exempt 
from the UBIT, and those that are — like pension funds — do not 
normally receive large contributions from private donors. 

KPMG approved SC2 for sale to clients in March 2000, and dis- 
continued all sales 18 months later, around September 2001, after 
selling the tax product to about 58 S corporations. The SC2 sales 
produced fees exceeding $26 million for KPMG, making SC2 one of 
KPMG’s top ten revenue producers in 2000 and 2001. Although 
KPMG refused to identify the charities that participated in the SC2 
transactions, the Subcommittee was able to identify and interview 
two which, between them, participated in more than half of the 
SC2 transactions KPMG arranged. 

The two charities interviewed by the Subcommittee staff indi- 
cated that they would not have participated in the SC2 trans- 
actions absent being approached, convinced, and assisted by 
KPMG. The Los Angeles Department of Fire & Police Pensions 
System is a $10 billion pension fund that serves the police and fire 
departments in the city of Los Angeles in California. The Austin 
Fire Fighters Relief and Retirement Fund is a much smaller pen- 
sion fund serving the fire departments in Austin, Texas. 

Based upon information provided to the Subcommittee, it ap- 
pears that, out of the about 58 SC2 tax products sold by KPMG in 
2000 and 2001, the Los Angeles pension fund participated in 29 of 
the SC2 transactions, while the Austin pension fund participated 
in five. The Los Angeles pension fund indicated that, as a result 
of the SC2 transactions, it is currently holding stock valued at 
about $7.3 million from 16 S corporations, and has sold back do- 
nated stock to 13 corporations in exchange for cash payments total- 
ing about $5.5 million. Both pension funds told the Subcommittee 
that the SC2 stock donors and their corporations had generally 
been from out-of-state. The Los Angeles pension fund indicated 
that it had received stock from S corporations in Arizona, Georgia, 
Hawaii, Missouri, and North Carolina. The Austin pension fund in- 
dicated that it had received stock from S corporations in California, 
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Mississippi, New Jersey, and New York. Both pension funds indi- 
cated that they had not met any of the SC2 donors until KPMG 
introduced them to the charities. 

Both charities indicated to the Subcommittee staff that, in deter- 
mining whether to participate in the SC2 transactions, they relied 
on KPMG’s representation that the transactions complied with fed- 
eral tax law. The Los Angeles pension fund also obtained from an 
outside law firm a legal opinion letter on the narrow issue of 
whether the charity had the legal authority to accept a donation of 
S corporation stock. In analyzing this issue, the law firm notes first 
in the legal opinion letter that all of the facts recited about the 
transaction had been provided to the law firm by a KPMG tax pro- 
fessional. The letter concludes that the pension fund may accept 
an S corporation stock donation from an unrelated third party: “Al- 
though this is a very unusual transaction, and there is almost no 
statutory, regulatory or other authority addressing the issue, we 
believe the Plan is permitted to accept a contribution.” The letter 
also states, however, that the law firm had not been asked to pro- 
vide any legal advice about the substance of the SC2 transaction 
itself, that it had not been given any documentation to review, and 
that it was not offering any opinion on “the impact of the trans- 
action on the ‘donor’ from a tax or other standpoint.” 

Apparently, neither charity obtained a legal or tax opinion letter 
or other written legal advice, from KPMG or any other firm, on 
whether the SC2 tax product and related transactions complied 
with federal tax law or whether the charity’s participation in SC2 
transactions could be viewed as aiding or abetting tax evasion. The 
two pension funds told the Subcommittee that they simply relied 
on KPMG’s reputation as a reputable firm in assuming the dona- 
tion strategy was within the law. 

Both pension funds told the Subcommittee that, in every SC2 
transaction, it was their expectation that they would not retain 
ownership of the donated stock, but would sell it back to the stock 
donor after the expiration of the period of time indicated in the re- 
demption agreement. They also indicated that they did not expect 
to obtain significant amounts of money from the S corporation dur- 
ing the period in which the charity was a stockholder but expected, 
instead, to obtain a large cash payment at the time the charity sold 
the stock back to the donor. Moreover, the charities told the Sub- 
committee staff that their expectations have, in fact, been met, and 
the SC2 transactions have been carried out as planned by KPMG, 
the donors, and the charities. These facts and expectations raise se- 
rious questions about whether the SC2 transactions ever truly 
passed ownership of the stock to the charity or acted merely as an 


Letter dated 12/30/99, from Seyfarth, Shaw, Fairweather & Geraldson to the Los Angeles 
pension fund, at 3. 

308 /c/. The letter states: ‘Tou have asked us to advise you concerning the ability of the L.A. 
Fire & Police Pension System (the ‘Plan’) to accept a contribution from an unrelated third party 
in the form of nonvoting stock of a closely held California S corporation. ... It should be noted 
that, from a procedural and due-diligence standpoint, (1) we have not been asked to conduct, 
and we have not conducted, any investigation into the company and/or the individual involved, 
(2) we have not yet reviewed any of the underlying documentation in connection with the dona- 
tion or the possible future redemption of the stock, and offer no opinion on such agreements 
or their impact on any of the views expressed in this letter, (3) we have not examined, or opined 
in any way about, the impact of the transaction on the ‘donor’ from a tax or other standpoint, 
and (4) we have not checked the investment against any investment policy guidelines that may 
have been adopted by the Board.” 
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assignment of income for a specified period time to the charitable 
organization. 

In the case of BLIPS, FLIP, OPIS, and SC2, major banks, invest- 
ment advisory firms, law firms, and charitable organizations pro- 
vided critical services or acted as essential counterparties in the 
transactions called for by the tax products. Each obtained lucrative 
fees, often totaling in the millions of dollars, for their participation. 
Despite the complexity, frequency, and size of the transactions and 
their clear connection to tax avoidance schemes, none of the partici- 
pating organizations presented to the Subcommittee a reasoned, 
contemporaneous analysis of the tax shelter, reputational risk, eth- 
ical, or professional issues justifying the organization’s role in fa- 
cilitating these highly questionable and abusive tax transactions. 

(4) Avoiding Detection 

Finding: KPMG has taken steps to conceal its tax 
shelter activities from tax authorities and the pub- 
lic, including hy refusing to register potentially 
abusive tax shelters with the IRS, restricting file 
documentation, and using improper tax return re- 
porting techniques. 

Evidence obtained by the Subcommittee in the four KPMG case 
studies shows that KPMG has taken a number of steps to conceal 
its tax shelter activities from IRS, law enforcement, and the public. 
In the first instance, it has simply denied being a tax shelter pro- 
moter and claimed that tax shelter information requests do not 
apply to its products. Second, evidence in the FLIP, OPIS, BLIPS, 
and SC2 case histories indicate that KPMG took a number of pre- 
cautions in the way it designed, marketed, and implemented these 
tax products to avoid or minimize detection of its activities. 

No Tax Shelter Disclosure. KPMG’s public position is that it 
does not develop, sell or promote tax shelters, as explained earlier 
in this Report. As a consequence, KPMG has not voluntarily reg- 
istered, and thereby disclosed to the IRS, a single one of its tax 
products. A memorandum quoted at length earlier in this Report 
establishes that, in 1998, a KPMG tax professional advised the 
firm not to register the OPIS tax product with the IRS, even if 
OPIS qualified as a tax shelter under the law, citing competitive 
pressures and a perceived lack of enforcement or effective penalties 
for noncompliance with the registration requirement. Another docu- 
ment discussing registration of OPIS had this to say: “Must reg- 
ister the product. B&W concerns — risk is too high. Confirm w/Pre- 
sidio that they will register.” 31° The head of DPP-Tax told the Sub- 
committee staff that he had recommended registering not only 
OPIS, but also BLIPS, but was overruled in each instance by the 
top official in charge of the Tax Services Practice. 

Other documents show that consideration of tax shelter registra- 
tion issues was a required step in the tax product approval process. 


309 See Section VI(B) of this Report. 

310 Handwritten notes dated 3/4/98, author not indicated, regarding “Brown & Wood” and 
“OPIS,” Bates KPMG 0047317. Emphasis in ori^nal. “B&W” refers to Brown & Wood, the law 
firm that worked with KPMG on OPIS. Presidio is an investment firm that worked with KPMG 
on OPIS. 

311 Subcommittee interview of Lawrence DeLap (10/30/03). 
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but rather than resulting in IRS registrations, KPMG appears to 
have devoted resources to devising rationales for not registering a 
product with the IRS. KPMG’s Tax Services Manual states that 
every new tax product must be analyzed by the WNT Tax Con- 
troversy Services group “to address tax shelter regulations 
issues.” For example, one internal document analyzing tax shel- 
ter registration issues discusses the “policy argument” that 
KPMG’s tax “advice . . . does not meet the paradigm of 6111(c) 
registration” and identifies other flaws with the legal definition of 
“tax shelter” that may excuse registration. The email also suggests 
possibly creating a separate entity to act as the registrant for 
KPMG tax products: 

“If we decide we will be registering in the future, thought 
should be given to establishing a separate entity that 
meets the definition of an organizer for all of our products 
with registration potential. This entity, rather than 
KPMG, would then be available through agreement to act 
as the registering organizer. ... If such an entity is es- 
tablished, KPMG can avoid submitting its name as the or- 
ganizer of a tax shelter on Form(s) 8264 to be filed in the 

future.” 313 

Another KPMG document, a fiscal year 2002 draft business plan 
for the Personal Financial Planning Practice, describes two tax 
products under development, but not yet approved, due in part to 
pending tax shelter registration issues. 3i4 The first, referred to as 
POPS, is described as “a gain mitigation solution.” The business 
plan states: “We have completed the solution’s technical review and 
have almost finalized the rationale for not registering POPS as a 
tax shelter.” The second product is described as a “conversion 
transaction . . . that halves the taxpayer’s effective tax rate by ef- 
fectively converting ordinary income to long term capital gain.” The 
business plan notes: “The most significant open issue is tax shelter 
registration and the impact registration will have on the solution.” 

The IRS has issued “listed transactions” that explicitly identify 
FLIP, OPTS, and BLIPS as potentially abusive tax shelters. Due to 
these tax products and others, the IRS is investigating KPMG to 
determine whether it is a tax shelter promoter and is complying 
with the tax shelter requirements in Federal law.3i3 KPMG con- 
tinues flatly to deny that it is a tax shelter promoter and has con- 
tinued to resist registering any of its tax products with the IRS. 

A second consequence of KPMG’s public denial that it is a tax 
shelter promoter has been its refusal fully to comply with the docu- 
ment requests made by the IRS for lists of clients who purchased 
tax shelters from the firm. In a recent hearing before the Senate 


KPMG Tax Services Manual, §24.4.1, at 24-2. 

313 Email dated 5/11/98, from Jeffrey Zysik to multiple KPMG tax professionals, “Registration,” 
Bates KPMG 0034805-06. See also email dated 5/12/98, from Jeffrey Zysik to multiple KPMG 
tax professionals, “Registration requirements.,” Bates KPMG 0034807-11 (reasonable cause ex- 
ception, tax shelter definitions, number of registrations required); email dated 5/20/98, from Jef- 
frey Zysik to multiple KPMG tax professionals, “Misc. Tax Reg. issues,” Bates KPMG 0034832- 
33 (“reasonable cause exception for not registering”; application of regulatory “tax shelter ratio” 
to identify tax shelters; “establishing a separate entity to act as the entity registering ALL tax 
products. . . . Otherwise we must submit our name as the tax shelter organizer.”). 

314 Document dated 5/18/01, “PFP Practice Reorganization Innovative Strategies Business 
Plan— DRAFT,” Bates KPMG 0050620-23, at 2. 

315 See United States v. KPMG, Case No. 1:02MS00295 (D.D.C. 9/6/02). 
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Finance Committee, the U.S. Department of Justice stated that, al- 
though the client-list maintenance requirement enacted by Con- 
gress “clearly precludes any claim of identity privilege for tax shel- 
ter customers regardless of whether the promoters happen to be ac- 
countants or lawyers, the issue continues to be the subject of vig- 
orous litigation.” 316 The Department pointed out that one circuit 
court of appeals and four district courts had already ruled that ac- 
counting firms, law firms, and a bank must divulge client informa- 
tion requested by the IRS under the tax shelter laws, but certain 
accounting firms were continuing to contest IRS document re- 
quests. At the same hearing, the former IRS chief counsel charac- 
terized the refusal to disclose client names by invoking either attor- 
ney-client privilege or Section 7525 of the tax code as “frivolous,” 
while also noting that one effect of the ensuing litigation battles 
“was to delay [promoter] audits to the point of losing one or more 
tax years to the statute of limitations.” ^i^ 

IRS Commissioner, Mark Everson, testified at the same hearing 
that the IRS had filed suit against KPMG in July 2002, “to compel 
the public accounting firm to disclose information to the IRS about 
all tax shelters it has marketed since 1998.” He stated, “Al- 
though KPMG has produced many documents to the IRS, it has 
also withheld a substantial number.” 

Some of the documents obtained by the Subcommittee during its 
investigation illustrate the debate within KPMG over responding to 
the IRS requests for client names and other information. In April 
2002, one KPMG tax professional wrote: 

“I have two clients who are about to file [tax returns] for 
2001. We have discussed with each of them what is hap- 
pening between KPMG and IRS and both do not plan to 
disclose at this time. Since Larry’s message indicated the 
information requested was to respond to an IRS summons, 

I am concerned we are about to turn over a new list of 
names for transactions I believe IRS has no prior knowl- 
edge of. I need to know immediately if that is what is hap- 
pening. It will obviously have a material effect on their 
evaluation of whether they wish to disclose and what posi- 
tions they wish to take on their 2001 returns. Since April 
15th is Monday, I need a response. . . . [I]f we are re- 
sponding to what appears to be an IRS fishing expedition, 
it is going to reflect very badly on KPMG. Several clients 
have seriously questioned whether we are doing every- 
thing we can to protect their interests.” 


Testimony of Eileen J. O’Connor, Assistant Attorney General for the Tax Division, U.S. De- 
partment of Justice, before the Senate Committee on Finance, “Tax Shelters: Who’s Buying, 
WTio’s Selling and What’s the Government Doing About It?” (10/21/03), at 3. 

Testimony of B. John Williams, Jr. former IRS chief counsel, before the Senate Committee 
on Finance, “Tax Shelters: Who’s Buying, Who’s Selling and What’s the Government Doing 
About It?” (10/21/03), at 4-5. 

318 Testimony of Mark W. Everson, IRS Commissioner, before the Senate Committee on Fi- 
nance, “Tax Shelters: Who’s Buying, Who’s Selling and What’s the Government Doing About It?” 
(10/21/03), at 11. 

319 Email dated 4/9/02, from Deke Carbo to Jeffrey Eischeid, “Larry’s Message,” Bates KPMG 
0024467. See also email dated 4/19/02, from Ken JOnes to multiple KPMG tax professionals, 
“TCS Weekly Update,” Bates KPMG 0050430-31 (“We have just hand-carried the lists of inves- 
tors over to the IRS, for the following deals: . . . SC2. . . . Note that not all clients names were 

Continued 
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Tax Return Reporting. KPMG also took a number of question- 
able steps to minimize the amount of information reported in tax 
returns about the transactions involved in its tax products in order 
to limit IRS detection. 

Perhaps the most disturbing of these actions was first taken in 
tax returns reporting transactions related to OPTS. To minimize in- 
formation on the relevant tax returns and avoid alerting the IRS 
to the OPTS tax product, some KPMG tax professionals advised 
their OPTS clients to participate in the transactions through 
“grantor trusts.” These KPMG tax professionals also advised their 
clients to file tax returns in which all of the losses from the OPTS 
transactions were “netted” with the capital gains realized by the 
taxpayer at the grantor trust level, instead of reporting each indi- 
vidual gain or loss, so that only a single, small net capital gain or 
loss would appear on the client’s personal income tax return. This 
netting approach, advocated in an internally-distributed KPMG 
memorandum, 320 elicited intense debate within the firm. KPMG’s 
top WNT technical tax expert on the issue of grantor trusts wrote 
the following in two emails over the span of 4 months: 

“I don’t think netting at the grantor trust level is a proper 
reporting position. Further, we have never prepared grant- 
or trust returns in this manner. What will our explanation 
be when the Service and/or courts ask why we suddenly 
changed the way we prepared grantor trust returns/state- 
ments only for certain clients? When you put the OPTS 
transaction together with this ‘stealth’ reporting approach, 
the whole thing stinks.” 221 

“You should all know that I do not agree with the conclu- 
sion reached in the attached memo that capital gains can 
be netted at the trust level. I believe we are filing mis- 
leading, and perhaps false, returns by taking this report- 
ing position.” 322 

One of the tax professionals selling OPTS wrote: 

“This ‘debate’ . . . [over grantor trust netting] affects me 
in a significant way in that a number of my deals were 
sold giving the client the option of netting. . . . Therefore, 
if they ask me to net, I feel obligated to do so. These sales 
were before Watson went on record with his position and 
after the memo had been outstanding for some time. 

“What is our position as a group? Watson told me he be- 
lieves it is a hazardous professional practice issue. Given 


turned over for each of these Solutions . . . so if you need to find out if a company or individual 
was on the list . . . call or email me.”). 

320 “Grantor Trust Reporting Requirements for Capital Transactions,” KPMG WNT internal 
memorandum (2/98). 

321 Email dated 9/2/98, from Mark Watson to John Gardner, Jeffrey Eischeid, and others; 
“RE:FW: Grantor trust memo,” Bates KPMG 0035807. See also email dated 9/3/98, from Mark 
Watson to Jeffrey Eischeid and John Gardner, “RE:FW: Grantor trust memo,” Bates KPMG 
0023331-32 (explaining objections to netting at the grantor trust level). 

322 Email dated 1/21/99, from Mark Watson to multiple KPMG tax professionals, “RE: Grantor 
trust reporting,” Bates KPMG 0010066. 



239 


that none of us wants to face such an issue, I need some 
guidance.” ^23 

The OPIS National Deployment Champion responded: “[W]e con- 
cluded that each partner must review the WNT memo and decide 
for themselves what position to take on their returns — after dis- 
cussing the various pros and cons with their clients.” 224 
The technical reviewer who opposed grantor trust netting told 
the Subcommittee staff that it was his understanding that, as the 
top WNT technical expert, his technical judgment on the matter 
should have stopped KPMG tax professionals from using or advo- 
cating the use of this technique and thought he had done so, before 
leaving for a KPMG post outside the United States. He told the 
Subcommittee staff he learned later, however, that the OPIS Na- 
tional Deployment Champion had convened a conference call with- 
out informing him and told the participating KPMG tax profes- 
sionals that they could use the netting technique if they wished. He 
indicated that he also learned that some KPMG tax professionals 
were apparently advising BLIPS clients to use grantor trust net- 
ting to avoid alerting the IRS to their BLIPS transactions. 225 

In September 2000, the IRS issued Notice 2000-44, invalidating 
the BLIPS tax product. This Notice included a strong warning 
against grantor trust netting: 

“[T]he Service and the Treasury have learned that certain 
persons who have promoted participation in transactions 
described in this notice have encouraged individual tax- 
payers to participate in such transactions in a manner de- 
signed to avoid the reporting of large capital gains from 
unrelated transactions on their individual income tax re- 
turns (Form 1040). Certain promoters have recommended 
that taxpayers participate in these transactions through 
grantor trusts and . . . advised that the capital gains and 
losses from these transactions may be netted, so that only 
a small net capital gain or loss is reported on the tax- 
payer’s individual income tax return. In addition to other 
penalties, any person who willfully conceals the amount of 
capital gains and losses in this manner, or who willfully 
counsels or advises such concealment, may be guilty of a 
criminal offense. ...” 226 

The technical reviewer who had opposed using grantor trust net- 
ting told the Subcommittee that, soon after this Notice was pub- 
lished, he had received a telephone call from his WNT replacement 
informing him of the development and seeking his advice. He indi- 


323 Email dated 1/21/99, from Carl Hasting to Jeffrey Eischeid, “FW: Grantor trust reporting,” 
Bates KPMG 0010066. 

324 Email dated 1/22/99, from Jeffrey Eischeid to Carl Hasting, “FW: Grantor trust reporting,” 
Bates KPMG 0010066. Other OPIS tax return reporting issues are discussed in other KPMG 
documentation including, for example, memorandum dated 12/21/98, from Bob Simon/Margaret 
Lukes to Robin Paule, “Certain U.S. International Tax Reporting Requirements re: OPIS,” Bates 
KPMG 0050630-40. 

325 Subcommittee interview of Mark Watson (11/4/03). 

326 IRS Notice 2000^4 (2000-36 IRB 255) (9/5/00) at 256. 
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cated that it was his understanding that a number of client calls 
were later made by KPMG tax professionals. ^27 

Other tax return reporting concerns also arose in connection with 
BLIPS. In an email with the subject line, “Tax reporting for 
BLIPS,” a KPMG tax professional sent the following message to 
the BLIPS National Deployment Champion: “I don’t know if I 
missed this on a conference call or if there’s a memo floating 
around somewhere, but could we get specific guidance on the re- 
porting of the BLIPS transaction. ... I have TRS matching’ con- 
cerns.” The email later continues: 

“One concern I have is the IRS trying to match the Deut- 
sche dividend income which contains the Borrower LLC’s 
FEIN [Federal Employer Identification Number][.] (I un- 
derstand they’re not too efficient on matching K-l’s but 
the dividends come through on a 1099 which they do at- 
tempt to match). I wouldn’t like to draw any scrutiny from 
the Service whatsoever. If we don’t file anything for Bor- 
rower LLC we could get a notice which would force us to 
explain where the dividends ultimately were reported. Not 
fatal but it is scrutiny nonetheless.” 228 

About a month later, another KPMG tax professional wrote to 
the BLIPS National Deployment Champion: 

“We spoke to Steven Buss about the possibility of re- 
issuing the Presidio K-ls in the EIN of the member of the 
single member [limited liability corporations used in 
BLIPS]. He said that you guys hashed it out on Friday 
3/24 and in a nutshell. Presidio is not going to re-issue 
K-ls. 

“David was wondering what the rationale was since the in- 
structions and PPG say that single member LLCs are dis- 
regarded entities so 1099s, K-ls should use the EIN of the 
single member.” 229 

She received the following response: 

“It was discussed on the national conference call today. 
Tracey Stone has been working with Mark Ely on the 
issue. Ely has indicated that while the IRS may have the 
capability to match ID numbers for partnerships, they 
probably lack the resources to do so. While technically the 
K-l’s should have the social security number of the owner 
on them, it is my understanding that Mark has suggested 
that we not file a partnership for the single member LLC 
and that Presidio not file amended K-ls. . . . Tracey indi- 
cated that Mark did not like the idea of having us prepare 


327 Subcommittee interview of Mark Watson (11/4/03). See also Memorandum of Telephone 
Call, dated 5/24/00, from Kevin Pace regarding a telephone conversation with Carl Hastings, 
Bates KPMG 0036353 (“[TJhere is quite a bit of activity in the trust area . . . because they have 
figured out that trusts are a common element in some of these shelter deals. So our best intel- 
ligence is that you are increasing your odds of being audited, not decreasing your odds by filing 
that Grantor Trust return. So we have discontinued doing that.”) 

328 Email dated 2/15/00, from Robert Jordan to Jeffrey Eischeid, “Tax reporting for BLIPS,” 
Bates KPMG 0006537. 

329 Email dated 3/28/00, from Jean Monahan to Jeffrey Eischeid and other KPMG tax profes- 
sionals, “presidio K— Is,” Bates KPMG 0024451. See also email dated 3/22/00, unidentified send- 
er and recipients, “Nondisclosure,” Bates KPMG 0025704. 
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partnership returns this year because then the IRS would 
be looking for them in future years.” 

Additional emails sent among various KPMG tax professionals dis- 
cuss whether BLIPS participants should extend or amend their tax 
returns, or file certain other tax forms, again with repeated ref- 
erences to minimizing IRS scrutiny of client return information. 

In the case of FLIP, KPMG tax professionals devised a different 
approach to avoiding IRS detection.^^^ Again, the focus was on tax 
return reporting. The idea was to arrange for the offshore corpora- 
tion involved in FLIP transactions to designate a fiscal year that 
ended in some month other than December in order to extend the 
year in which the corporation would have to report FLIP gains or 
losses on its tax return. For example, if the offshore corporation 
were to use a fiscal year ending in June, FLIP transactions which 
took place in August 1997, would not have to be reported on the 
corporation’s tax return until after June 1998. Meanwhile, the indi- 
vidual taxpayer involved with the same FLIP transactions would 
have reported the gains or losses in his or her tax return for 1997. 
The point of arranging matters so that the FLIP transactions 
would be reported by the corporation and individual in tax returns 
for different years was simply to make it more difficult for the IRS 
to detect a link between the two participants in the FLIP trans- 
actions. 

In the case of SC2, KPMG advised its tax professionals to tell po- 
tential buyers worried about being audited: 

“[T]his transaction is very stealth. We are not generating 
losses or other highly visible items on the S-corp return. 

All income of the S-corp is allocated to the shareholders, 
it just so happens that one shareholder [the charity] will 
not pay tax.” 333 

No Roadmaps. A Subcommittee hearing held in December 2002, 
on an abusive tax shelter sold by J.P. Morgan Chase & Co. to 
Enron presented evidence that the bank and the company explicitly 
designed that tax shelter to avoid providing a “roadmap” to tax au- 
thorities. 334 KPMG appears to have taken similar precautions in 
FLIP, OPIS, BLIPS, and SC2. 


330 Email dated 3/27/00, unidentified sender and recipients, “presidio K— Is,” Bates KPMG 
0024451. 

331 See, e.g., emails dated 4/1/00-4/3/00 among Mark Ely, David Rivkin and other KPMG tax 
professionals, “RE: Blips and tax filing issues,” Bates KPMG 0006481-82; emails dated 3/23/00, 
between Mark Watson, Jeffrey Eischeid, David Rivkin and other KPMG tax professionals, “RE: 
Blips and tax filing issues,” Bates KPMG 0006480. See also email dated 7/27/99, from Deke 
Garbo to Randall Bickham, Jeffrey Eischeid, and Shannon Liston, “Grouping BLIPS Investors,” 
KPMG Bates 0023350 (suggests “grouping” multiple, unrelated BLIPS investors in a single 
Deutsche Bank account, possibly styled as a joint venture account, which might not qualify as 
a partnership required to file a K-1 tax return); email response dated 7/27/99, unidentified send- 
er and recipients, “Grouping BLIPS Investors,” KPMG Bates 0023350 (promises followup on 
suggestion which may “[solve] our grouping problem”). 

332 See email dated 3/11/98 from Gregg Ritchie to multiple KPMG tax professionals, “Potential 
FLIP Reporting Strategy,” Bates KPMG 0034372—75. See also internal KPMG memorandum 
dated 3/31/98, by Robin Paule, Los Angeles/Warner Center, “Form 5471 Filing Issues,” Bates 
KPMG 0011952—53; and internal KPMG memorandum dated 3/6/98, by Bob Simon and Mar- 
garet Lukes, “Potential FLIP Reporting Strategy,” Bates KPMG 0050644—45. 

333 “SC2 — Meeting Agenda” and attachments, dated 6/19/00, Bates KPMG 0013375—96, at 
13394. 

334 “Fishtail, Bacchus, Sundance, and Slapshot: Four Enron Transactions Funded and Facili- 
tated by U.S. Financial Institutions,” Report prepared by the U.S. Senate Permanent Sub- 
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In the case of SC2, in an exchange of emails among senior 
KPMG tax professionals discussing whether to send clients a letter 
explicitly identifying SC2 as a high-risk strategy and outlining cer- 
tain specific risks, the SC2 National Deployment Champion wrote: 

“[D]o we need to disclose the risk in the engagement let- 
ter? . . . Could we have an addendum that discloses the 
risks? If so, could the Service have access to that? Obvi- 
ously the last thing we want to do is provide the Service 
with a road map.” ^35 

The DPP head responded: 

. . If the risk has been disclosed and the IRS is success- 
ful in a challenge, the client can’t maintain he was bush- 
whacked because he wasn’t informed of the risk. . . . We 
could have a statement in the engagement letter that the 
client acknowledges receipt of a memorandum concerning 
risks associated with the strategy, then cover the double 
taxation risk and penalty risks (and other relevant risks) 
in that separate memorandum. Depending on how one in- 
terprets section 7525(b), such a memorandum arguably 
qualifies for the federal confidential communications privi- 
lege under section 7525(a).” 33® 

This was not the only KPMC document that discussed using at- 
torney-client or other legal privileges to limit disclosure of KPMC 
documents and activities related to its tax products. For example, 
a 1998 document containing handwritten notes from a KPMC tax 
professional about a number of issues related to CPIS states, under 
the heading “Brown & Wood”: “Privilege!:] B&W can play a big role 
at providing protection in this area.” 33? 

Other parties who participated in the KPMC tax products also 
discussed using attorney-client privilege to conceal their activities. 
One was Deutsche Bank, which participated in both OPIS and 
BLIPS. In an internal email, one Deutsche Bank employee wrote 
to another regarding BLIPS: “I would have thought you could still 
ensure that . . . the papers are prepared, and all discussion held, 
in a way which makes them legally privileged. (. . . you may re- 
member that was one of my original suggestions).” 338 Earlier, when 
considering whether to participate in BLIPS initially, the bank de- 
cided to limit its discussion of BLIPS on paper and not to obtain 
the approval of the bank committee that normally evaluates the 
risk that a transaction poses to the reputation of the bank, in order 
not to leave “an audit trail”: 

“1. STRUCTURE: A diagramatic representation of the deal 
may help the Committee’s understanding — we can prepare 
this. 


committee on Investigations of the Committee on Governmental Affairs, S. Prt. 107—82 (1/2/03), 
at 32. 

335 Email dated 3/25/00, from Larry Manth to Larry DeLap, Phillip Galbreath, Mark Springer, 
and Richard Smith, “RE: S-corp Product,” Bates KPMG 0016986—87. 

336 Email dated 3/27/00, from Larry DeLap to Larry Manth, Phillip Galbreath, Mark Springer 
and Richard Smith, “RE: S-Corp Product,” Bates KPMG 0016986. 

337 Handwritten notes dated 3/4/98, author not indicated, regarding “Brown & Wood” and 
“OPIS,” Bates KPMG 0047317. 

338 Email dated 7/29/99, from Mick Wood to Francesco Piovanetti and other Deutsche Bank 
professionals, “Re: Risk & Resources Committee Paper — BLIPS,” Bates DB BLIPS 6556. 
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“ 2 . PRIVILEDGE [sic]: This is not easy to achieve and 
therefore a more detailed description of the tax issues is 
not advisable. 


“3. REPUTATION RISK: In this transaction, reputation 
risk is tax related and we have been asked by the Tax De- 
partment not to create an audit trail in respect of the 
Bank’s tax affaires. The Tax department assumes prime 
responsibility for controlling tax related risks (including 
reputation risk) and will brief senior management accord- 
ingly. We are therefore not asking R&R Committee to ap- 
prove reputation risk on BLIPS. This will be dealt with di- 
rectly by the Tax Department and John Ross.” ^39 

Another bank that took precautions against placing tax product 
information on paper was Wachovia Bank’s Eirst Union National 
Bank. A Eirst Union employee sent the following instructions to a 
number of his colleagues apparently in connection with the bank’s 
approving sales of a new KPMG tax product: 

“In order to . . . lower our profile on this particular strat- 
egy, the following points should be noted: The strategy has 
an KPMG acronym which will not be shared with the gen- 
eral Eirst Union community. . . . Our traditional sources 
of client referrals inside First Union should not be in- 
formed of which Big 5 accounting firm we will choose to 
bring in on a strategy meeting with a client. . . . No one- 
pager will be distributed to our referral sources describing 

the strategy.” 340 


Other documents obtained by the Subcommittee include instruc- 
tions by senior KPMG tax professionals to their staff not to keep 
certain revealing documentation in their files or to clean out their 
files, again to avoid or limit detection of firm activity. For example, 
in the case of BLIPS, a KPMG tax professional sent an email to 
multiple colleagues stating: “You may want to remind everyone on 
Monday NOT to put a copy of Angie’s email on the 988 elections 
in their BLIPS file. It is a road map for the taxing authorities to 
all the other listed transactions. I continue to find faxes from 
Quadra in the files ... in the two 1996 deals here which are 
under CA audit which reference multiple transactions — not good if 
we would have to turn them over to California.” 34i In the case of 
OPIS, a KPMG tax professional wrote: “I have quite a few docu- 
ments/papers/notes related to the OPIS transaction. . . . Purging 
unnecessary information now pursuant to an established standard 
is probably ok. If the Service asks for information down the road 
(and we have it) we’ll have to give it to them I suspect. Input from 
(gulp) DPP may be appropriate.” 342 


339 Email dated 7/30/99, from Ivor Dunbar to multiple Deutsche Bank professionals, “Re: Risk 
& Resources Committee Paper — BLIPS,” unreadable Bates DB BLIPS number. 

340 Email dated 8/30/99, from Tom Newman to multiple First Union professionals, “next strat- 
egy,” Bates SEN-014622. 

341 Email dated 1/3/00, from Dale Baumann to “Jeff,” “988 election memo,” Bates KPMG 
0026345. 

342 Email dated 9/16/98, from Bob to unknown recipients, “Documentation,” Bates KPMG 
0025729. Documents related to other KPMG tax products, such as TEMPEST and OTHELLO, 
contain similar information. See, e.g., message from Bob McCahill and Ken Jones, attached to 

Continued 
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Marketing Restrictions. KPMG also took precautions against 
detection of its activities during the marketing of the four products 
studied by the Subcommittee. FLIP and OPIS were explained only 
after potential clients signed a confidentiality agreement promising 
not to disclose the information to anyone else.343 In the case of 
BLIPS, KMPG tax professionals were instructed to obtain “[sjigned 
nondisclosure agreements . . . before any meetings can be sched- 
uled.” ^44 KPMG also limited the paperwork used to explain the 
products to clients. Client presentations were done on chalkboards 
or erasable whiteboards, and written materials were retrieved from 
clients before leaving a meeting. 345 KPMG determined as well that 
“[pjroviding a copy of a draft opinion letter will no longer be done 
to assist clients in their due diligence.” ^46 SC2, the DPP head 
instructed KPMG tax professionals not to provide any “sample doc- 
uments” directly to a client. 34? 

KPMG also attempted to place marketing restrictions on the 
number of products sold so that word of them would be restricted 
to a small circle. In the case of BLIPS, the DPP initially authorized 
only 50 to be sold.348 the case of SC2, a senior tax professional 
warned against mass marketing the product to prevent the IRS 
from getting “wind of it”: 

“I was copied on the message below, which appears to indi- 
cate that the firm is intent on marketing the SC2 strategy 
to virtually every S corp with a pulse (if S corps had 
pulses). Going way back to Feb. 2000, when SC2 first 
reared its head, my recollection is that SC2 was intended 
to be limited to a relatively small number of large S corps. 
That plan made sense because, in my opinion, there was 
(and is) a strong risk of a successful IRS attack on SC2 if 
the IRS gets wind of it. . . . [T]he intimate group of S 
corps potentially targeted for SC2 marketing has now ex- 
panded to 3,184 corporations. Call me paranoid, but I 


an email dated 3/1/02, from Walter Duer to multiple KPMG tax professionals, “RE: TCS Review 
of TEMPEST and OTHELLO,” Bates KPMG 0032378—80 (“There is current IRS audit activity 
with respect to two early TEMPEST engagements. One situation is under fairly intense scrutiny 
by IRS Financial Institutions and Products specialists. . . . Although KPMG has yet to receive 
a subpoena or any other request for documents, client lists, etc. we believe it is likely that such 
a request(s) is inevitable. Since TEMPEST is a National Stratecon solution for which Bob McCa- 
hill and Bill Reilly were the Co-Champions . . . it is most efficient to have all file reviews and 
“clean-ups” (electronic or hard copy) performed in one location, namely the FS NYC office. This 
effort will be performed by selected NE Stratecon professionals . . . with ultimate review and 
final decision making by Ken Jones. . . . [W]e want the same approach to be followed for 
OTHELLO as outlined above for TEMPEST. Senior tax leadership, Jeff Stein and Rick Rosen- 
thal concur with this approach.”) 

343 See, e.g., memorandum dated 8/5/98, from Doug Ammerman to PFP Partners, “OPIS and 
Other Innovative Strategies,” Bates KPMG 0026141-^3, at 2-3 (“subject to their signing a con- 
fidentiality agreement”); Jacoboni v. KPMG, Case No. 6:02-CV— 510 (District Court for the Mid- 
dle District of Florida) Complaint (filed 4/29/02), at ^ 9 (“KPMG executives told [Mr. Jacoboni] 
he could not involve any other professionals because the investment ‘strategy’ [FLIP] was ‘con- 
fidential.’” Emphasis in original.); Subcommittee interview of legal counsel of Mr. Jacoboni (4/ 
4/03). 

344 Email dated 5/5/99, from Jeffrey Eischeid to multiple KPMG tax professionals, “Marketing 
BLIPS,” Bates KPMG 0006106. 

345 Subcommittee interview of Wachovia Bank representatives (3/25/03); Subcommittee inter- 
view of legal counsel of Theodore C. Swartz (9/16/03). 

346 Email dated 5/5/99, from Jeffrey Eischeid to multiple KPMG tax professionals, “Marketing 
BLIPS,” Bates KPMG 0006106. 

347 Email dated 4/11/00, from Larry DeLap to Tax Professional Practice Partners, “S-Corpora- 
tion Charitable Contribution Strategy (SC2),” Bates KPMG 0052582. 

348 Email dated 5/5/99, from Jeffrey Eischeid to multiple KPMG tax professionals, “Marketing 
BLIPS,” Bates KPMG 0006106. 
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think that such a widespread marketing campaign is likely 
to bring KPMG and SC2 unwelcome attention from the 
IRS. ... I realize the fees are attractive, but does the 
firm’s tax leadership really think that his is an appro- 
priate strategy to mass market?” ^49 

The DPP head responded: “We had a verbal agreement following 
a conference call with Rick Rosenthal earlier this year that SC2 
would not be mass marketed. In any case, the time has come to for- 
mally cease all marketing of SC2. Please so notify your deployment 
team and the marketing directors.” 

(5) Disregarding Professional Ethics 

In addition to all the other problems identified in the Sub- 
committee investigation, troubling evidence emerged regarding how 
KPMG handled certain professional ethics issues, including issues 
related to fees, auditor independence, and conflicts of interest in 
legal representation. 

Contingent, Excessive, and Joint Fees. The fees charged by 
KPMG in connection with its tax products raise several concerns. 
It is clear that the lucrative nature of the fees drove the marketing 
efforts and helped convince other parties to participate. KPMG 
made more than $124 million from just the four tax products fea- 
tured in this Report. Sidley Austin Brown & Wood made millions 
from issuing concurring legal opinions on the validity of the four 
tax products. Deutsche Bank made more than $30 million in fees 
and other profits from BLIPS. 

Traditionally, accounting firms charged flat fees or hourly fees 
for tax services. In the 1990’s, however, accounting firms began 
charging “value added” fees based on “the value of the services pro- 
vided, as opposed to the time required to perform the services.” ^52 
In addition, some firms began charging “contingent fees” that were 
paid only if a client obtained specified results from the services of- 
fered, such as achieving specified tax savings. 253 Many states pro- 
hibit accounting firms from charging contingent fees due to the im- 
proper incentives they create, and a numb^er of SEC, IRS, state, 
and AICPA rules allow their use in only limited circumstances. 254 

Within KPMG, the head of DPP-Tax took the position that fees 
based on projected client tax savings were contingent fees prohib- 


349 Email dated 12/20/01, from William Kelliher to WNT head David Brockway, “FW: SC2,” 
Bates KPMG 0013311. 

350 Email dated 12/29/01, from Larry DeLap to Larry Manth, David Brockway, William 
Kelliher and others, “FW: SC2,” Bates KPMG 0013311. 

351 See, e.g., email dated 3/14/98, from Jeff Stein to multiple KPMG tax professionals, “Simon 
Says,” Bates 638010, filed by the IRS on June 16, 2003, as an attachment to Respondent’s Re- 
quests for Admission, Schneider Interests v. Commissioner, U.S. Tax Court, Docket No. 200—02 
(addressing a dispute over which of two tax groups. Personal Financial Planning and Inter- 
national, should get credit for revenues generated by OPIS). 

352 KPMG Tax Services Manual, §31.11.1 at 31-6. 

353 See AICPA Code of Professional Conduct, Rule 302 (“[Al contingent fee is a fee established 
for the performance of any service pursuant to an arrangement in which no fee will be charged 
unless a specified finding or result is attained, or in which the amount of the fee is otherwise 
dependent upon the finding or result of such service.”) 

354 See, e.g., AICPA Rule 302; 17 C.F.R. §210.2-01(c)(5) (SEC contingent fee prohibition: “An 
accountant is not independent if, any point during the audit and professional engagement pe- 
riod, the accountant provides any service or product to an audit client for a contingent fee.”); 
KPMG Tax Services Manual, §32.4 on contingent fees in general and §31.10.3 at 31-5 (DPP 
head determines whether specific KPMG fees comply with various rules on contingent fees.) 
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ited by AICPA Rule 302.355 other KPMG tax professionals dis- 
agreed, complained about the DPP interpretation, and pushed hard 
for fees based on projected tax savings. For example, one memo- 
randum objecting to the DPP interpretation of Rule 302 warned 
that it “threatens the value to KPMG of a number of product devel- 
opment efforts,” “hampers our ability to price the solution on a 
value added basis,” and will cost the firm millions of dollars. 356 The 
memorandum also objected strongly to applying the contingent fee 
prohibition to, not only the firm’s audit clients, but also to any indi- 
vidual who “exerts significant influence over” an audit client, such 
as a company director or officer, as required by the DPP. The 
memorandum stated this expansive reading of the prohibition was 
problematic, because “many, if not most, of our CaTS targets are 
officers/directors/shareholders of our assurance clients.” 35? The 
memorandum states: “At the present time, we do not know if DPP’s 
interpretation of Rule 302 has been adopted with the full aware- 
ness of the firm’s leadership. . . . However, it is our impression 
that no one other than DPP has fully considered the issue and its 
impact on the tax practice.” 

In the four case studies examined by the Subcommittee, the fees 
charged by KPMG for BLIPS, OPTS, and FLIP were clearly based 
upon the client’s projected tax savings. 358 In the case of BLIPS, for 
example, the BLIPS National Deployment Champion wrote the fol- 
lowing description of the tax product and recommended that fees 
be set at 7% of the generated “tax loss” that clients would achieve 
on paper from the BLIPS transactions and could use to offset and 
shelter other income from taxation: 

“BLIPS ... [A] key objective is for the tax loss associated 
with the investment structure to offset/shelter the tax- 
payer’s other, unrelated, economic profits. . . . The all-in 
cost of the pro^am, assuming a complete loss of invest- 
ment principal, is 7% of the targeted tax loss (pre-tax). The 
tax benefit of the investment program, which ranges from 
20% to 45% of the targeted tax loss, will depend on the 
taxpayer’s effective tax rates. 

“FEE: BLIPS is priced on a fixed fee basis which should 
approximate 1.25% of the tax loss. Note that this fee is in- 
cluded in the 7% described above.” 359 

Another document, an email sent from Presidio to KPMG, pro- 
vides additional detail on the 7% fee charged to BLIPS clients, as- 
cribing “basis points” or portions of the 7% fee to be paid to various 


355 Subcommittee interview of Lawrence DeLap (10/30/03); memorandum dated 7/14/98, from 
Gregg Ritchie to multiple KPMG tax professionals, “Rule 302 and Contingency Fees — CON- 
FIDENTIAL,” Bates KPMG 0026557-58. 

356 Memorandum dated 7/14/98, from Gregg Ritchie to multiple KPMG tax professionals, “Rule 
302 and Contingency Fees— CONFIDENTIAL,” Bates KPMG 0026555-59. 

357 “CaTS” stands for KPMG’s Capital Transaction Services Group which was then in existence 
and charged with selling tax products to high net worth individuals. 

358 If a client objected to the requested fee, KPMG would, on occasion, negotiate a lower, final 
amount. 

359 Document dated 7/21/99, entitled “Action Required,” authored hy Jeffrey Eischeid, Bates 
KPMG 0040502. See also, e.g., memorandum dated 8/5/98, from Doug Ammerman to “PFP Part- 
ners,” “OPIS and Other Innovative Stratepes,” Bates KPMG 0026141-43 at 2 (“In the past 
KPMG’s fee related to OPIS has been paid by Presidio. According to DPP-Assurance, this fee 
structure may constitute a contingent fee and, as a result, may be a prohibited arrangement. 
. . . KPMG’s fee must be a fixed amount and be paid directly by the client/target.” Emphasis 
in original.) 
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participants for various expenses. All of these basis points, in turn, 
depended upon the size of the client’s expected tax loss to deter- 
mine their amount. The email states: 

“The breakout for a typical deal is as follows: 

Bank Fees 125 
Mgmt Fees 275 
Gu[aran]teed Pymt. 8 
Net Int. Exp. 6 

Trading Loss 70 

KPMG 125 
Net return to Class A 91” 36o 

Virtually all BLIPS clients were charged this 7% fee. 

In the case of SC2, which was constructed to shelter certain S 
corporation income otherwise attributable and taxable to the cor- 
porate owner, KPMG described SC2 fees as “fixed” at the beginning 
of the engagement at an amount that “generally . . . approximated 
10 percent of the expected average taxable income of the S Cor- 
poration for the 2 years following implementation.” 3® i SC2 fees 
were set at a minimum of $500,000, and went as high as $2 million 
per client. 362 

The documents suggest that, at least in some cases, KPMG delib- 
erately manipulated the way it handled certain tax products to cir- 
cumvent state prohibitions on contingent fees. For example, a docu- 
ment related to OPIS identifies the states that prohibit contingent 
fees. Then, rather than prohibit OPIS transactions in those states 
or require an alternative fee structure, the memorandum directs 
KPMG tax professionals to make sure the OPIS engagement letter 
is signed, the engagement is managed, and the bulk of services is 
performed “in a jurisdiction that does not prohibit contingency 
fees.” 363 

Another set of fee issues related to the fees paid to the key law 
firm that issued concurring legal opinions supporting the four 
KPMG tax products, Sidley Austin Brown & Wood. This law firm 
was paid $50,000 for each legal opinion it provided in connection 
with BLIPS, FLIP, and OPIS. Documents and interview evidence 
obtained by the Subcommittee indicate that the law firm was paid 
even more in transactions intended to provide clients with large 
tax losses, and that the amount paid to the law firm may have 
been linked directly to the size of the client’s expected tax loss. For 
example, one email describing the fee amounts to be paid to Sidley 
Austin Brown & Wood in BLIPS and OPIS deals appears to assign 
to the law firm “basis points” or percentages of the client’s expected 
tax loss: 

“Brown & Wood fees: 

Quadra OPIS98 — 30 bpts 


360 Email dated 5/24/00, from Kerry Bratton of Presidio to Angie Napier of KPMG, “RE: 
BLIPS— 7 percent,” Bates KPMG 0002557. 

361 Tax Solution Alert for S-Corporation Charitable Contribution Strategy, FYOO— 28, revised 
as of 12/7/01, at 2. See also email dated 12/27/01, from Larry Manth to Andrew Atkin and other 
KPMG tax professionals, “SC2,” Bates KPMG 0048773 (describing SC2 fees as dependent upon 
client tax savings). 

362 

363 Memorandum dated 7/1/98, from Gregg Ritchie and Jeffrey Zysik to “CaTS Team Mem- 
bers,” “OPIS Engagements — Prohibited States,” Bates KPMG 0011954. 
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Quadra OPIS99 — 30 bpts 
Presidio OPIS98 — 25 bpts 
Presidio OPIS99 — 25 bpts 
BLIPS— 30 bpts” 364 

American Bar Association (ABA) Model Rule 1.5 states that “[a] 
lawyer shall not make an agreement for, charge, or collect an un- 
reasonable fee,” and cites as the factors to consider when setting 
a fee amount “the time and labor required, the novelty and dif- 
ficulty of the questions involved, and the skill requisite to perform 
the legal service properly.” Sidley Austin Brown & Wood charged 
substantially the same fee for each legal opinion it issued to a 
FLIPS, OPIS, or BLIPS client, even when opinions drafted after 
the initial prototype opinion contained no new facts or legal anal- 
ysis, were virtually identical to the prototype except for client 
names, and in many cases required no client consultation. As men- 
tioned earlier, in BLIPS, Sidley Austin Brown & Wood was also 
paid a fee in any sale where a prospective buyer was told that the 
law firm would provide a favorable tax opinion letter if asked, re- 
gardless of whether the opinion was later requested or provided. 365 
These fees, with few costs after the prototype opinion was drafted, 
raise questions about the firm’s compliance with ABA Model Rule 
1.5. 

Still another issue involves joint fees. In the case of BLIPS, cli- 
ents were charged a single fee equal to 7% of the tax losses to be 
generated by the BLIPS transactions. The client typically paid this 
fee to Presidio, an investment advisory firm, which then appor- 
tioned the fee amount among various firms according to certain fac- 
tors. The fee recipients typically included KPMG, Presidio, partici- 
pating banks, and Sidley Austin Brown & Wood, and one of the fac- 
tors determining the fee apportionment was who had brought the 
client to the table. This fee splitting arrangement may violate re- 
strictions on contingency and client referral fees, as well as an 
American Bar Association prohibition against law firms sharing 
legal fees with non-lawyers. 366 

Auditor Independence. Another professional ethics issue in- 
volves auditor independence. Deutsche Bank, HVB, and Wachovia 
Bank are all audit clients of KPMG, and at various times all three 
have played roles in marketing or implementing KPMG tax prod- 
ucts. Deutsche Bank and HVB provided literally billions of dollars 
in financing to make OPIS and BLIPS transactions possible. 
Wachovia, through First Union National Bank, referred clients to 
KPMG and was paid or promised a fee for each client who actually 
purchased a tax product. For example, one internal First Union 
email on fees stated: “Fees to First Union will be 50 basis points 


364 Email dated 5/15/00, from Angie Napier to Jeffrey Eischied and others, “B&W fees and ge- 
neric FLIP rep letter,” Bates KPMG 0036342. 

365 See “Declaration of Richard E. Bosch,” IRS Revenue Agent, In re John Doe Summons to 
Sidley Austin Brown & Wood (N.D. 111. 10/16/03) at ^ 18, citing an email dated 10/1/97, from 
Gregg Ritchie to Randall Hamilton, “Flip Tax Opinion.” 

366 See ABA Model Rule 5.4, “A lawyer or law firm shall not share legal fees with a non-law- 
yer.” Reasons provided for this rule include “protect[ing] the lawyer’s professional independence 
of judgment.” 



249 


if the investor is not a KPMG client, and 25 bps if they are a 
KPMG client.” 

KPMG Tax Services Manual states: “Due to independence consid- 
erations, the firm does not enter into alliances with SEC audit cli- 
ents.” KPMG defines an “alliance” as “a business relationship 
between KPMG and an outside firm in which the parties intend to 
work together for more than a single transaction.” ^69 KPMG policy 
is that “[a]n oral business relationship that has the effect of cre- 
ating an alliance should be treated as an alliance.” Another pro- 
vision in KPMG’s Tax Services Manual states: “The SEC considers 
independence to be impaired when the firm has a direct or material 
indirect business relationship with an SEC audit client.” 

Despite the SEC prohibition and the prohibitions and warnings 
in its own Tax Services Manual, KPMG worked with audit clients, 
Deutsche Bank, HVB, and Wachovia, on multiple BLIPS, FLIP, 
and OPTS transactions. In fact, at Deutsche Bank, the KPMG part- 
ner in charge of Deutsche Bank audits in the United States ex- 
pressly approved the bank’s accounting of the loans for the BLIPS 
transactions. KPMG tax professionals were aware that doing 
business with an audit client raised auditor independence con- 
cerns. KPMG apparently attempted to resolve the auditor inde- 
pendence issue by giving clients a choice of banks to use in the 
OPTS and BLIPS transactions, including at least one bank that was 
not a KPMG audit client .^24 jg unclear, however, whether indi- 
viduals actually could choose what bank to use. It is also unclear 
how providing clients with a choice of banks alleviated KPMG’s 
conflict of interest, since it still had a direct or material, indirect 
business relationship with banks whose financial statements were 
certified by KPMG auditors. 

In 2003, the SEC opened an informal inquiry into whether the 
client referral arrangements between KPMG and Wachovia vio- 
lated the SEC’s auditor independence rules. In its second quarter 


Email dated 8/30/99, from Tom Newman to multiple First Union employees, “next strat- 
egy,” Bates SEN-014622. 

368 KPMG Tax Services Manual, §52.1.3 at 52-1. 

369M, §52.1.1 at 52-1. 

370 Minutes dated 9/28/98, of KPMG “Assurance/Tax Professional Practice Meeting” in New 
York, “Summary of Conclusions and Action Steps,” Bates XX 001369-74, at 1373. 

371 KPMG Tax Services Manual, §52.5.2 at 52-6 (Emphasis in ori^nal.). The SEC “Business 
Relationships” regulation states: “An accountant is not independent if, at any point during the 
audit and professional engagement period, the accounting firm or any covered person in the firm 
has any direct or material indirect business relationship with an audit client, or with persons 
associated with the audit client in a decision-making capacity, such as an audit client’s officers, 
directors, or substantial stockholders.” 17 C.F.R. §210.2— 01(cX3). 

372 Undated document prepared by Deutsche Bank in 1999, “New Product Committee Over- 
view Memo: BLIPS Transaction,” Bates DB BLIPS 6906—10, at 6909-10. 

373 See, e.g., memorandum dated 8/5/98, from Doug Ammerman to “PEP Partners,” “OPIS and 
Other Innovative Strategies,” Bates KPMG 0026141-43 (“Currently, the only institution partici- 
pating in the transaction is a KPMG audit client. ... As a result, DPP-Assurance feels there 
may be an independence problem associated with our participation in OPIS . . .”); email dated 
2/11/99, from Larry DeLap to multiple KPMG tax professionals, “RE: BLIPS,” Bates KPMG 
0037992 (“The opinion letter refers to transactions with Deutsche Bank. If the transactions will 
always involve Deutsche Bank, we could have an independence issue.”); email dated 4/20/99, 
from Larry DeLap to multiple KPMG tax professionals, “BLIPS,” Bates KPMG 0011737-38 
(Deutsche Bank, a KPMG audit client, is conducting BLIPS transactions); email dated 11/30/ 
01, from Councill Leak to Larry Manth, “FW: First Union Customer Services,” Bates KPMG 
0050842 (lengthy discussion of auditor independence concerns and First Union). 

374 See, e.g., email dated 4/20/99, from Larry DeLap to multiple KPMG tax professionals, 
“BLIPS,” Bates KPMG 0011737—38 (discussing using Deutsche Bank, a KPMG audit client, in 
BLIPS transactions). 
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filing with the SEC in August 2003, Wachovia provides the fol- 
lowing description of the ongoing SEC inquiry: 

“On June 19, 2003, the Securities and Exchange Commis- 
sion informally requested Wachovia to produce certain doc- 
uments concerning any agreements or understandings by 
which Wachovia referred clients to KPMG LLP during the 
period January 1, 1997 to the present. Wachovia is cooper- 
ating with the SEC in its inquiry. Wachovia believes the 
SEC’s inquiry relates to certain tax services offered to 
Wachovia customers by KPMG LLP during the period from 
1997 to early 2002, and whether these activities might 
have caused KPMG LLP not to be ‘independent’ from 
Wachovia, as defined by applicable accounting and SEC 
regulations requiring auditors of an SEC-reporting com- 
pany to be independent of the company. Wachovia and/or 
KPMG LLP received fees in connection with a small num- 
ber of personal financial consulting transactions related to 
these services. During all periods covered by the SEC’s in- 
quiry, including the present, KPMG LLP has confirmed to 
Wachovia that KPMG LLP was and is ‘independent’ from 
Wachovia under applicable accounting and SEC regula- 
tions.” 

In its third quarter filing with the SEC, Wachovia stated that, on 
October 21, 2003, the SEC issued a “formal order of investigation” 
into this matter, and the bank is continuing to cooperate with the 
inquiry. 

A second set of auditor independence issues involves KPMG’s de- 
cision to market tax products to its own audit clients. Evidence ap- 
pears throughout this Report of KPMG’s efforts to sell tax products 
to its audit clients or the officers, directors, or shareholders of its 
audit clients. This evidence includes instances in which KPMG 
mined its audit client data to develop a list of potential clients for 
a particular tax product; tax products that were designed and 
explicitly called for “fostering cross-selling among assurance and 
tax professionals”;^’® and marketing initiatives that explicitly 
called upon KPMG tax professionals to contact their audit partner 
counterparts and work with them to identify appropriate clients 
and pitch KPMG tax products to those audit clients. A KPMG 
memorandum cited earlier in this Report observed that “many, if 
not most, of our CaTS targets are officers/directors/shareholders of 
our assurance clients.” 

By using its audit partners to identify potential clients and tar- 
geting its audit clients for tax product sales pitches, KPMG not 
only took advantage of its auditor-client relationship, but also ere- 


375 See, e.g., Presentation dated 7/17/00, “Targeting Parameters: Intellectual Property — ^Assur- 
ance and Tax,” with attachment dated September 2000, entitled “Intellectual Property Services,” 
at page 1 of the attachment, Bates XX 001567-93. 

376 Presentation dated 3/6/00, “Post-Transaction Integration Service (PTIS) — Tax,” by Stan 
Wiseberg and Michele Zinn of Washington, D.C., Bates XX 001597—1611. 

377 Email dated 8/14/01, from Jeff Stein and Walter Duer to “KPMG LLP Partners, Managers 
and Staff,” “Stratecon Middle Market Initiative,” Bates KPMG 0050369. 

378 Memorandum dated 7/14/98, from Gregg Ritchie to multiple KPMG tax professionals, “Rule 
302 and Contingency Fees— CONFIDENTIAL,” Bates KPMG 0026555-59. CaTS stands for the 
Capital Transaction Services Group which was then in existence and charged with selling tax 
products to high net worth individuals. 
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ated a conflict of interest in those cases where it successfully sold 
a tax product to an audit client. This conflict of interest arises 
when the KPMG auditor reviewing the client’s financial statements 
is required, as part of that review, to examine the client’s tax re- 
turn and its use of the tax product to reduce its tax liability and 
increase its income. In such situations, KPMG is, in effect, auditing 
its own work. 

The inherent conflict of interest is apparent in the minutes of a 
1998 meeting held in New York between KPMG top tax and assur- 
ance professionals to address topics of concern to both divisions of 
KPMG.379 A written summary of this meeting includes as its first 
topic: “Accounting Considerations of New Tax Products.” The sec- 
tion makes a single point: “Some tax products have pre-tax ac- 
counting implications. DPP-Assurance’s role should be to review the 
accounting treatment, not to determine it.” This characterization 
of the issue implies not only a tension between KPMG’s top audit- 
ing and tax professionals, but also an effort to diminish the author- 
ity of the top assurance professionals and make it clear that they 
may not “determine” the accounting treatment for new tax prod- 
ucts. 

The next topic in the meeting summary is: “Financial Statement 
Treatment of Aggressive Tax Positions.” Again, the section dis- 
closes an ongoing tension between KPMG’s top auditing and tax 
professionals on how to account for aggressive tax products in an 
audit client’s financial statements. The section notes that discus- 
sions had taken place and further discussions were planned “to de- 
termine whether modifications may be made” to IffMG’s policies 
on how “aggressive tax positions” should be treated in an audit cli- 
ent’s financial statements. An accompanying issue list implies that 
the focus of the discussions will be on weakening rather than 
strengthening the existing policies. For example, among the poli- 
cies to be re-examined were KPMG’s policies that, “[n]o financial 
statement tax benefit should be provided unless it is probable the 
position will be allowed,” ^82 and that the “probable of allowance” 
test had to be based solely on technical merits and could not con- 
sider the “probability” that a client might win a negotiated settle- 
ment with the IRS. The list also asked, in effect, whether the 
standard for including a financial statement tax benefit in a finan- 
cial statement could be lowered to include, not only tax products 
that “should” survive an IRS challenge, which KPMG interprets as 
having a 70% or higher probability, but also tax products that are 
“more-likely-than-not” to withstand an IRS challenge, meaning a 
better than 50% probability. 

Conflicts of Interest in Legal Representation. A third set of 
professional ethics issues involves legal representation of clients 
who, after purchasing a tax product from KPMG, have come under 
the scrutiny of the IRS for buying an illegal tax shelter and under- 
stating their tax liability on their tax returns. The mass marketing 


Minutes dated 9/28/98, of KPMG “Assurance/Tax Professional Practice Meeting” in New 
York, “Summary of Conclusions and Action Steps,” Bates XX 001369—74. (Capitalization in origi- 
nal omitted.) 

380 at Bates XX 001369. (Emphasis in original.) 

381 Minutes dated 9/28/98, of I^MG ‘Assurance/Tax Professional Practice Meeting” in New 
York, “Summary of Conclusions and Action Steps,” Bates XX 001369-74. 

382 /c?. at Bates XX 001370. (Emphasis in original.) 



252 


of tax products has led to mass enforcement efforts by the IRS 
after a tax product has been found to be abusive and the IRS ob- 
tains the lists of clients who purchased the product. In response, 
certain law firms have begun representing multiple clients under- 
going IRS audit for purchasing similar tax shelters. 

One key issue involves KPMG’s role in referring its tax shelter 
clients to specific law firms. In 2002, KPMG assembled a list of 
“friendly” attorneys and began steering its clients to them for legal 
representation. For example, an internal KPMG email providing 
guidance on “FLIPS/OPIS/BLIPS Attorney Referrals” states: “This 
is a list that our group put together. All of the attorneys are part 
of the coalition and friendly to the firm. Feel free to forward to a 
client if they would like a referral.” ^*3 The “coalition” referred to 
in the email is a group of attorneys who had begun working to- 
gether to address IRS enforcement actions taken against taxpayers 
who had used the FLIP, OPTS, or BLIPS tax products. 

One concern with the KPMG referral list is that at least some 
of the clients being steered to “friendly” law firms might want to 
sue KPMG itself for selling them an illegal tax shelter. In one in- 
stance examined by the Subcommittee, for example, a KPMG client 
under audit by the IRS for using BLIPS was referred by KPMG to 
a law firm, Sutherland, Asbill & Brennan, with which KPMG had 
a longstanding relationship but with which the client had no prior 
contact. In this particular instance, the law firm did not even have 
offices in the client’s state. The client was also one of more than 
two dozen clients that KPMG had steered to this law firm. While 
KPMG did not obtain a fee for making those client referrals, the 
firm likely gained favorable attention from the law firm for sending 
it multiple clients with similar cases. These facts suggest that 
Sutherland Asbill would owe a duty of loyalty to KPMG, not only 
as a longstanding and important client, but also as a welcome 
source of client referrals. 

The engagement letter signed by the KPMG client, in which he 
agreed to pay Sutherland Asbill to represent him before the IRS in 
connection with BLIPS, contained this disclosure: 

“In the event you desire to pursue claims against the par- 
ties who advised you to enter into the transaction, we 
would not be able to represent you in any such claims be- 
cause of the broad malpractice defense practice of our liti- 
gation team (representing all of the Big Five accounting 
firms, for example).” ^84 

The KPMG client told the Subcommittee that he had not under- 
stood at the time that this disclosure meant that Sutherland Asbill 
was already representing KPMG in other “malpractice defense” 
matters and therefore could not represent him if he decided to sue 


383 Email dated 4/9/02, from Erin Collins to multiple KPMG tax professionals, “FLIPS/OPIS/ 
BLIPS Attorney Referrals,” Bates KPMG 0050113. See also email dated 11/4/02, from Ken Jones 
to multiple KPMG tax professionals, “RE: Script,” Bates KPMG 0050130 (“Attached is a list of 
law firms that are handling FLIP/OPIS cases. Note that there are easily another 15 or so law 
firms . . . but these are firms that we have dealt with in the past. Note that we are not making 
a recommendation, although if someone wants to talk about the various strengths/weaknesses 
of one firm vs. another . . . we can do that.”). 

384 Engagement letter between Sutherland Asbill & Brennan LLP and the client, dated 7/23/ 
02, at 1, Bates SA 001964. 
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KPMG for selling him an illegal shelter. The client signed the en- 
gagement letter on July 24, 2002. 

On September 8, 2002, Sutherland Asbill “engaged KPMG” itself 
to assist the law firm in its representation of KPMG’s former cli- 
ent, including with respect to “investigation of facts, review of tax 
issues, and other such matters as Counsel may direct.” This en- 
gagement meant that KPMG, as Sutherland Asbill’s agent, would 
have access to confidential information related to its client’s legal 
representation, and that KPMG itself would be providing key infor- 
mation and analysis in the case. It also meant that the KPMG cli- 
ent would be paying for the services provided by the same account- 
ing firm that had sold him the tax shelter. When a short while 
later, the client asked Sutherland Asbill about the merits of suing 
KPMG, he was told that the firm could not represent him in such 
a legal action, and he switched to new legal counsel. 

The conflict of interest issues here involve, not only whether 
KPMG should be referring its clients to a “friendly” law firm, but 
also whether the law firm itself should be accepting these clients, 
in light of the firm’s longstanding and close relationship with 
KPMG. While both KPMG and the client have an immediate joint 
interest in defending the validity of the tax product that KPMG 
sold and the client purchased, their interests could quickly diverge 
if the suspect tax product is found to be in violation of federal tax 
law. This divergence in interests has been demonstrated repeatedly 
since 2002, as growing numbers of KPMG clients have filed suit 
against KPMG seeking a refund of past fees paid to the firm and 
additional damages for KPMG’s selling them an illegal tax shelter. 

The preamble to the American Bar Association (ABA) Model 
Rules states that “a lawyer, as a member of the legal profession, 
is a representative of clients, an officer of the legal system and a 
public citizen having special responsibility for the quality of justice. 

. . . As (an) advocate, a lawyer zealously asserts the client’s posi- 
tion under the rules of the adversary system.” The problem here 
is the conflict of interest that arises when a law firm attempts to 
represent an accounting firm’s client at the same time it is rep- 
resenting the accounting firm itself, and the issue in controversy is 
a tax product that the accounting firm sold and the client pur- 
chased. In such a case, the attorney cannot zealously represent the 
interests of both clients due to conflicting loyalties. A related issue 
is whether the law firm can ethically use the accounting firm as 
the tax expert in the client’s case, given the accounting firm’s self 
interest in the case outcome. 

At the request of the Subcommittee, the Congressional Research 
Service’s American Law Division analyzed the possible conflict of 
interest issues. ^85 The CRS analysis concluded that, under Amer- 
ican Bar Association Model Rule 1.7, a law firm should decline to 
represent an accounting firm client in a tax shelter case if the law 
firm already represents the accounting firm itself on other matters. 
The CRS analysis identified “two possible, and interconnected, con- 
flicts of interest” that should lead the law firm to decline the en- 
gagement. The first is a “current conflict of interest” at the time 


385 Memorandum dated 11/14/03, by Jack Masked, Legislative Attorney, American Law Divi- 
sion, Congressional Research Service, “Attorneys and Potential Conflicts of Interest Between 
New Clients and Existing Clients.” 
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of engagement, which arises from “a ‘substantial risk’ that the at- 
torney . . . would be ‘materially limited’ by his responsibilities to 
another client” in “pursuing certain relevant and proper courses of 
action on behalf of the new client” such as filing suit against the 
firm’s existing client, the accounting firm. The second is a “poten- 
tial conflict of interest whereby the attorney may not represent the 
new client in litigation . . . against an existing, current client. 
That particular, potential conflict of interest could not be waived.” 

The CRS analysis also recommends that the law firm fully in- 
form a potential client about the two conflicts of interest prior to 
any engagement, so that the client can make a meaningful decision 
on whether he or she is willing to be represented by a law firm 
that already represents the accounting firm that sold the client the 
tax product at issue. According to ABA Model Rule 1.7, informed 
consent must be in writing, but “[t]he requirement of a writing 
does not supplant the need in most cases for the lawyer to talk 
with the client, to explain the risks and advantages, if any, of 
representation burdened with a conflict of interest, as well as rea- 
sonably available alternatives, and to afford the client a reasonable 
opportunity to consider the risks and alternatives and to raise 
questions and concerns.” The CRS analysis opines that a “blanket 
disclosure” provided by a law firm in an engagement letter is insuf- 
ficient, without additional information, to ensure the client fully 
understands and consents to the conflicts of interest inherent in 
the law firm’s dual representation of the client and the accounting 
firm. 
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APPENDIX A 

CASE STUDY OF BOND LINKED ISSUE 
PREMIUM STRUCTURE (BLIPS) 

KPMG approved the Bond Linked Issue Premium Structure 
(BLIPS) for sale to multiple clients in 1999. KPMG marketed 
BLIPS for about 1 year, from about October 1999 to about October 
2000. KPMG sold BLIPS to 186 individuals, in 186 transactions, 
and obtained more than $53 million in revenues, making BLIPS 
one of KPMG’s top revenue producers in the years it was sold and 
the highest revenue-producer of the four case studies examined by 
the Subcommittee. 

BLIPS was developed by KPMG primarily as a replacement for 
earlier KPMG tax products, FLIP and OPIS, each of which KPMG 
has characterized as a “loss generator” or “gain mitigation strat- 
egy.” In 2000, the IRS issued a notice declaring transactions like 
BLIPS to be potentially abusive tax shelters. 3*’ 

BLIPS is so complex that a full explanation of it would take more 
space that this Report allows, but it can be summarized as follows. 
Charts depicting a typical BLIPS transaction are also provided. 

1) The Gain. Individual has ordinary or capital gains income 
(e.g., $20 million). 

2) The Sales Pitch. Individual is approached with a “tax advan- 
taged investment strategy” by KPMG and Presidio, an investment 
advisory firm, to generate an artificial “loss” sufficient to offset the 
income and shelter it from taxation. Individual is told that, for a 
fee. Presidio will arrange the required investments and bank fi- 
nancing, and KPMG and a law firm will provide separate opinion 
letters stating it is “more likely than not” the tax loss generated 
by the investments will withstand an IRS challenge. 

3) The Shell Corporation. Pursuant to the strategy. Individual 
forms a single-member limited liability corporation (“LLC”) and 
contributes cash equal to 7% ($1.4 million) of the tax loss ($20 mil- 
lion) to be generated by the strategy. 

4) The “Loan.” LLC obtains from a bank, for a fee, a non-re- 
course “loan” (e.g., $50 million) with an ostensible 7-year term at 
an above-market interest rate, such as 16%. Because of the above- 


386 See, e.g., document dated 5/18/01, “PFP Practice Reorganization Innovative Strategies 
Business Plan — DRAFT,” authored by Jeffrey Eischeid, Bates I^MG 0050620-23, at 1. 

387 blips is covered by IRS Notice 2000-44 (2000-36 IRB 255) (9/5/00). 

388 A detailed explanation of these charts is included in the opening statement of Senator Carl 
Levin at the hearing before the Senate Permanent Subcommittee on Investigations, “U.S. Tax 
Shelter Industry: The Role of Accountants, Lawyers, and Financial Professionals” (11/18/03). 
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market interest rate, LLC also obtains from the bank a large cash 
amount up-front (e.g., $20 million) referred to as a “loan premium.” 
The “premium” equals the net present value of the portion of the 
“loan” interest payments that exceed the market rate and that LLC 
is required to pay during the full 7-year “loan.” The “loan pre- 
mium” also equals the tax loss to be generated by the strategy. 
LLC thus receives two cash amounts from the bank ($50 million 
plus $20 million totaling $70 million). 

5) The “Loan” Restrictions. LLC agrees to severe restrictions 
on the “loan” to make it a very low credit risk. Most importantly, 
LLC agrees to maintain “collateral” in cash or liquid securities 
equal to 101% of the “loan” amount, including the “loan premium” 
(e.g., $70.8 million). LLC also agrees to severe limits on how the 
“loan proceeds” may be invested and gives the bank unilateral au- 
thority to terminate the “loan” if the “collateral” amount drops 
below 101% of the “loan” amount. 

6) The Partnership. LLC and two Presidio affiliates form a 
partnership called a Strategic Investment Fund (“Fund”) in which 
LLC has a 90% partnership interest, one Presidio affiliate holds a 
9% interest, and the second Presidio affiliate has a 1% interest. 
The 1% Presidio affiliate is the managing partner. 

7) The Assets. The Fund is capitalized with the following assets. 
The LLC contributes all of its assets, consisting of the “loan” ($50 
million), “loan premium” ($20 million), and the Individual’s cash 
contribution ($1.4 million). Presidio’s two affiliates contribute cash 
equal to 10% of the LLC’s total assets ($155,000). The Fund’s cap- 
ital is a total of these contributions ($71.6 million). 

8) The Loan Transfer. LLC assigns the “loan” to the Fund 
which assumes LLC’s obligation to repay it. This obligation in- 
cludes repayment of the “loan” and “loan premium,” since the “pre- 
mium” consists of a portion of the interest payments owed on the 
“loan” principal. 

9) The Swap. At the same time, the Fund enters into a swap 
transaction with the bank on the “loan” interest rate. In effect, the 
Fund agrees to pay a floating market rate on an amount equal to 
the “loan” and “loan premium” (about 8% on $70 million), while the 
bank agrees to pay the 16% fixed rate on the face amount of the 
“loan” (16% on $50 million). The effect of this swap is to reduce the 
“loan” interest rate to a market-based rate. 

10) The Foreign Currency Investment “Program.” The 

Fund converts most of its U.S. dollars into euros with a contract 
to convert the funds back into U.S. dollars in 30-60 days. This 
amount includes most or all of the loan and loan premium amount. 
Any funds not converted into euros remain in the Fund account. 
The euros are placed in an account at the bank. The Fund engages 
in limited transactions which involve the “shorting” of certain low- 
risk foreign currencies and which are monitored by the bank to en- 
sure that only a limited amount of funds are ever placed at risk 
and that the funds deemed as 101% “collateral” for the bank “loan” 
are protected. 
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11) The Unwind. After 60 to 180 days, LLC withdraws from the 
partnership. The partnership unwinds, converts all cash into U.S. 
dollars, and uses that cash to repay the “loan” plus a “prepayment 
penalty” equal to the unamortized amount of the “loan premium,” 
so that the “loan” and “loan premium” are paid in full. Any remain- 
ing partnership assets are apportioned and distributed to the LLC 
and Presidio partners, either in cash or securities. LLC sells any 
securities at fair market value. 

12) Tax Claim for Cost Basis. For tax purposes, the LLC’s in- 
come or loss passes to its owner, the Individual. According to the 
opinion letters, the Individual can attempt to claim, for tax pur- 
poses, that he or she retained a cost basis in the partnership equal 
to the LLC’s contributions of cash ($1.4 million) and the “loan pre- 
mium” ($20 million), even though the partnership later assumed 
the LLC’s “loan” obligation and repaid the “loan” in full, including 
the “premium amount.” According to the opinion letters, the indi- 
vidual can attempt to claim a tax loss equal to the cost basis ($21.4 
million), adjusted for any gain or loss from the currency trades, and 
use that tax loss to offset ordinary or capital gains income. 

13) IRS Action. In 2000, the IRS issued a notice declaring that 
the “purported losses” arising from these types of transactions, 
which use an “artificially high basis,” “do not represent bona fide 
losses reflecting actual economic consequences” and “are not allow- 
able as deductions for federal income tax purposes.” IRS Notice 
2000-44 listed this transaction as a potentially abusive tax shelter. 
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APPENDIX B 

CASE STUDY OF S-CORPORATION 
CHARITABLE CONTRIBUTION STRATEGY (SC2) 

KPMG approved the S-Corporation Charitable Contribution 
Strategy (SC2) for sale to multiple clients in 2000. KPMG mar- 
keted SC2 for about 18 months, from about March 2000 to about 
September 2001. KPMG sold SC2 to 58 S-corporations, in 58 trans- 
actions, and obtained more than $26 million in revenues, making 
SC2 one of KPMG’s top ten revenue producers in 2000 and 2001. 
SC2 is not covered by a “listed transaction” issued by the IRS, but 
is currently under IRS review. 

SC2 can be summarized as follows. A chart depicting a typical 
SC2 transaction is also provided. ^89 

1) The Income. Individual owns 100% of S-corporation which 
earns net income (e.g., $3 million annually). 

2) The Sales Pitch. Individual is approached by KPMG with a 
“charitable donation strategy” to shelter a significant portion (often 
90%) of the S-corporation’s income from taxation by “allocating,” 
with little or no distribution, the income to a charitable organiza- 
tion. Individual is told that, for a fee, KPMG will arrange a tem- 
porary “donation” of corporate non-voting stock to the charity and 
will provide an opinion letter stating it is “more likely than not” 
that nonpayment of tax on the income “allocated” to the charity 
while it “owns” the stock will withstand an IRS challenge, even if 
the allocated income is not actually distributed to the charity and 
the individual regains control of the income. The individual is told 
he can also take a personal tax deduction for the “donation.” 

3) Setting Up The Transaction. The S-corporation issues non- 
voting shares of stock that, typically, equal 9 times the total num- 
ber of outstanding shares (e.g., corporation with 100 voting shares 
issues 900 non-voting shares). Corporation gives the non-voting 
shares to the existing individual-shareholder. Corporation also 
issues to the individual-shareholder warrants to purchase a sub- 
stantial number of company shares (e.g., 7,000 warrants). Corpora- 
tion issues a resolution limiting or suspending income distributions 
to all shareholders for a specified period of time (e.g., generally the 
period of time in which the charity is intended to be a shareholder, 
typically 2 or 3 years). Prior to issuing this resolution, corporation 
may distribute cash to the existing individual-shareholder. 

4) The Charity. A “qualifying” charity (one which is exempt 
from federal tax on unrelated business income) agrees to accept S- 
corporation stock donation. KPMG actively seeks out qualified 
charities and identifies them for the individual. 

5) The “Donation.” S-corporation employs an independent valu- 
ation firm to analyze and provide a valuation of its non-voting 
shares. Due to the non-voting character of the shares and the exist- 
ence of a large number of warrants, the non-voting shares have a 


389 A detailed explanation of this chart is included in the opening statement of Senator Carl 
Levin at the hearing before the Senate Permanent Subcommittee on Investigations, “U.S. Tax 
Shelter Industry: The Role of Accountants, Lawyers, and Financial Professionals” (11/18/03). 
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very low fair market value (e.g., $100,000). Individual “donates” 
non-voting shares to the selected charity, making the charity the 
temporary owner of 90% of the corporation’s shares. Individual 
claims a charitable deduction for this “donation.” At the same time, 
the corporation and charity enter into a redemption agreement al- 
lowing the charity, after a specified period of time (generally 2 or 
3 years), to require the corporation to buy back the shares at fair 
market value. The individual also pledges to donate an additional 
amount to the charity to ensure it obtains the shares’ original fair 
market value in the event that the shares’ value decreases. The 
charity does not receive any cash payment at this time. 

6) The “Allocation.” During the period in which the charity 
owns the non-voting shares, the S-corporation “allocates” its annual 
net income to the charity and original individual-shareholder in 
proportion to the percentage of overall shares each holds (e.g., 
90:10 ratio). However, pursuant to the corporate resolution adopted 
before the non-voting shares were issued and donated to the char- 
ity, little or no income “allocated” to the charity is actually distrib- 
uted. The corporation retains or reinvests the non-distributed in- 
come. 

7) The Redemption. After the specified period in the redemp- 
tion agreement, the charity sells back the non-voting shares to the 
S-corporation for fair market value (e.g., $100,000). The charity ob- 
tains a cash payment from the corporation for the shares at this 
time. Should the charity not resell the stock, the individual-share- 
holder can exercise the warrants, obtain additional corporate 
shares, and substantially dilute the value of the charity’s shares. 
Once the non-voting shares are repurchased by the corporation, the 
corporation distributes to the individual-shareholder, who now 
owns 100% of the corporation’s outstanding shares, all of the undis- 
tributed cash from previously earned income. 

8) Taxpayer’s Claim. Due to its tax exempt status, the charity 
pays no tax on the corporate income “allocated” or distributed to 
it. According to the KPMG opinion letter, for tax purposes, the in- 
dividual can claim a charitable deduction for the “donated” shares 
in the year in which the “donation” took place. During the years 
in which the charity “owned” most of the corporate shares, indi- 
vidual will pay taxes on only that portion of the corporate income 
that was “allocated” to him or her. KPMG also advised that all in- 
come “allocated” to the charity is then treated as previously taxed, 
even after the corporation buys back the non-voting stock and the 
individual regains control of the corporation. KPMG also advised 
the individual that, when the previously “allocated” income was 
later distributed to the individual, the individual could treat some 
or all as long-term capital gains rather than ordinary income, tax- 
able at the lower capital gains rate. The end result is that the indi- 
vidual owner of the S-corporation was told by KPMG that he or she 
could defer and reduce the rate of the taxes paid on income earned 
by the S-corporation. 

9) IRS Action. This transaction is under review by the IRS. 
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APPENDIX C 

OTHER KPMG INVESTIGATIONS OR 
ENFORCEMENT ACTIONS 

In recent years, KPMG has become the subject of IRS, SEC, and 
state investigations and enforcement actions in the areas of tax, 
accounting fraud, and auditor independence. These enforcement ac- 
tions include ongoing litigation by the IRS to enforce tax shelter re- 
lated document requests and a tax promoter audit of the firm, 
which are described in the text of the Report. They also include 
SEC, California, and New York investigations examining a poten- 
tially abusive tax shelter involving at least ten banks that are al- 
legedly using sham mutual funds established on KPMG’s advice; 
SEC and Missouri enforcement actions related to alleged KPMG in- 
volvement in accounting fraud at Xerox and General American Mu- 
tual Holding Co.; an SEC censure of KPMG for violating auditor 
independence restrictions by investing in AIM mutual funds while 
AIM was a KPMG audit client; and a bankruptcy examiner report 
on misleading accounting at Polaroid while KPMG was Polaroid’s 
auditor. 

SHAM MUTUAL FUND INVESTIGATION 

KPMG is currently under investigation by the SEC and tax au- 
thorities in California and New York for advising at least ten 
banks to shift as much as $17 billion of bank assets into shell regu- 
lated investment companies, allegedly to shelter more than $750 
million in income from taxation. 

A regulated investment company (RIG), popularly known as a 
mutual fund, is designed to pool funds from at least 100 investors 
to purchase securities. RIG investors, also known as mutual fund 
shareholders, are normally taxed on the income they receive as 
dividends from their shares, while the RIG itself is tax exempt. In 
this instance, KPMG allegedly advised each bank to set up one or 
more RICs as a bank subsidiary, to transfer some portfolio of bank 
assets to the RIG, and then to declare any income as dividends 
payable to the bank. Citing KPMG tax advice, the banks allegedly 
claimed that they did not have to pay taxes on the dividend income 
due to state laws exempting from taxation money transferred be- 
tween a subsidiary and its corporate parent. Zions Bancorp., for ex- 
ample, has stated to the press: “These registered investment com- 
panies were established upon our receiving tax and accounting 
guidance from KPMG and the securities law counsel from the 
Washington, D.C. firm of Ropes & Grey.”3^° 

The RICs established by the banks are allegedly sham mutual 
funds whose primary purpose was not to establish an investment 
pool, but to shelter bank income from taxation. The evidence alleg- 
edly suggests that the funds really had one investor — the parent 
bank — rather than 100 investors as required by the SEC. Press re- 
ports state, for example, that some of the RICs had apparently sold 
all 100 shares to the employees of the parent bank. Also according 
to press reports, the existence of this tax avoidance scheme was 
discovered after a bank was approached by KPMG, declined to par- 


“Zions Among Banks Accused of Scheme,” Desert News (8/8/03). 
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ticipate, and asked its legal counsel to alert California officials to 
what the bank saw as an improper tax shelter. When asked about 
this matter, California Controller Steve Westly has been quoted as 
saying, “We do not believe this is appropriate.” RICs established 
by the ten banks participating in this tax shelter have since been 
voluntarily de-registered, according to press reports, with the last 
removed from SEC records in 2002. 

KPMG ACCOUNTING FRAUD AT XEROX 

On January 29, 2003, the SEC filed suit in federal district court 
charging KPMG and four KPMG partners with accounting fraud 
for knowingly allowing Xerox to file 4 years of false financial state- 
ments which distorted Xerox’s filings by billions of dollars. 392 The 
prior year, in 2002, without admitting or denying guilt. Xerox paid 
the SEC a $10 million civil penalty, then the highest penalty ever 
paid to the SEC for accounting fraud, and agreed to restate its fi- 
nancial results for the years 1997 through 2000. In July 2003, six 
former Xerox senior executives paid the SEC civil penalties totaling 
over $22 million in connection with the false financial statements. 

KPMG is contesting the SEC civil suit and denies any liability 
for the accounting fraud. Two of the named KPMG partners remain 
employed by the firm. The SEC complaint includes the following 
statements: 

“KPMG and certain KPMG partners permitted Xerox to 
manipulate its accounting practices and fill a $3-billion 
‘gap’ between actual operating results and results reported 
to the investing public from 1997 through 2000. The fraud- 
ulent scheme allowed Xerox to claim it met performance 
expectations of Wall Street analysts, to mislead investors 
and, consequently, to boost the company’s stock price. The 
KPMG defendants were not the watch dogs on behalf of 
shareholders and the public that the securities laws and 
the rules of the auditing profession required them to be. 
Instead of putting a stop to Xerox’s fraudulent conduct, the 
KPMG defendants themselves engaged in fraud by falsely 
representing to the public that Qiey had applied profes- 
sional auditing standards to their review of Xerox’s ac- 
counting, that Xerox’s financial reporting was consistent 
with Generally Accepted Accounting Principles and that 
Xerox’s reported results fairly represented the financial 
condition of the company. . . . 

“In the course of auditing Xerox for the years 1997 
through 2000, defendants KPMG [and the four KPMG 
partners] knew, or were reckless in not knowing, for each 
year in which they were responsible for the Xerox audit, 
that Xerox was preparing and filing quarterly and annual 
financial statements and other reports which likely con- 
tained material misrepresentations and omissions in viola- 
tion of the antifraud provisions of the federal securities 
laws. . . . 


“Banks Shifted Billions Into Funds Sheltering Income From Taxes,” Wall Street Journal 
(8/7/03). 

^•^SEC V. KPMG, Case No. 03-CV-0671 (D.S.D.N.Y. 1/29/03). 
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“In the summer or early fall of 1999, Xerox complained to 
KPMG’s chairman, Stephen Butler, about the performance 
of [one of the defendant KPMG audit partners], who ques- 
tioned Xerox management about several of the topside 
accounting devices that formed the fraudulent scheme. Al- 
though IffMG policy was to review assignments of an 
engagement partner after five years, and [the KPMG part- 
ner] had been assigned to Xerox less than two years, But- 
ler responded to Xerox’s complaints by offering [the KPMG 
partner] a new assignment in Finland. After [the KPMG 
partner] declined the new assignment, KPMG replaced 
[him] as the worldwide lead engagement partner with [an- 
other of the defendant KPMG partners] for the 2000 audit. 

This was the second time in six years in which KPMG re- 
moved the senior engagement partner early in his tenure 
at Xerox’s request.” 

KPMG was Xerox’s auditor for approximately 40 years, through 
the 2000 audit. KPMG was paid $26 million for auditing Xerox’s 
financial results for fiscal years 1997 through 2000. It was paid $56 
million for non-audit services during that period. When Xerox fi- 
nally restated its financial results for 1997-2000, it restated $6.1 
billion in equipment revenues and $1.9 billion in pre-tax earn- 
ings — the largest restatement in U.S. history to that time. 

MISSOURI DEPARTMENT OF INSURANCE V. KPMG 

On December 10, 2002, the Director of the Missouri Department 
of Insurance, acting as the liquidator for an insurance firm. Gen- 
eral American Mutual Holding Company (“General American”), 
sued KPMG alleging that: (1) lU’MG, acting in conflicting roles as 
consultant and auditor, misrepresented the financial statements of 
its client. General American, and (2) KPMG failed to disclose sub- 
stantial risks associated with an investment product called Stable 
Value which, with KPMG’s knowledge and assistance, was sold by 
General American during the 1990’s.393 

Stable Value was an investment product that, in essence, allowed 
General American to borrow money from investors and reinvest it 
in high-risk securities to obtain a greater return. In the event Gen- 
eral American was downgraded by a ratings agency, however, the 
terms of the Stable Value product allowed investors to withdraw 
their funds. In 1999, General American, in fact, suffered a ratings 
downgrade, and hundreds of Stable Value holders redeemed their 
shares, forcing General American to go into receivership and sub- 
jecting its investors to huge losses. KPMG is alleged to have never 
disclosed the risks of the Stable Value product to General Amer- 
ican and, according to the Missouri Department of Insurance, ac- 
tively attempted to conceal this risk. 

The following excerpts are taken from a complaint filed by the 
Director of the Missouri Department of Insurance against KPMG 
in the Jackson County Circuit Court: 

“In the 1990’s, with KPMG knowledge, and assistance. 
General American management developed and grew to ob- 


^•>^Lakin v. KPMG, (MO Cir. 12/10/02). 
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scene proportions a high-risk product known as Stable 
Value. In essence, certain General American management, 
with KPMG’s help, bet the very existence of General 
American on its Stable Value business segment and lost. 

. . . With KPMG’s knowledge. General American manage- 
ment forced an otherwise conservative company to engage 
in an ever-increasing extremely volatile product. When 
this scheme failed, it was General American’s innocent 
members who were harmed. . . . 

“KPMG consciously chose to: (a) misrepresent General 
American’s financial position; (b) not require the mandated 
disclosures regarding the magnitude and risks associated 
with the Stable Value product; and (c) conceal from and 
misrepresent to the Missouri Department of Insurance and 
General American’s members and outside Board of Direc- 
tors, the true nature of the Stable Value product. And dur- 
ing this same time, when KPMG was setting up General 
American’s innocent members for huge financial losses, 
KPMG kept scooping up as much money in fees as pos- 
sible. . . . KPMG abandoned and breached its professional 
obligations owed to General American, General American’s 
members and the Missouri Department of Insurance. 
KPMG’s failures include a lack of independence, conflicts 
of interest, breaches of ethical standards, and other gross 
departures from the most basic of auditing and other pro- 
fessional obligations. . . . 

“To further the cover-up of its wrongful acts, KPMG en- 
gaged in a continued pattern of deceit during the Missouri 
Department of Insurance’s investigation into General 
American’s liquidity crisis. The record is replete with 
KPMG witnesses giving false testimony, evasive answers 
and just ‘playing dumb’ in an apparent hope to avoid State 
of Missouri regulatory scrutiny and the filing of this Peti- 
tion. What KPMG wanted to hide from the regulators was 
its misrepresentations, gross breaches of its professional 
obligations and numerous failures regarding full and fair 
financial reporting for General American.” 

SEC CENSURES KPMG 

On January 14, 2002, the SEC censured KPMG for engaging in 
improper professional conduct in violation of the SEC’s rules on 
auditor independence and in violation of Generally Accepted Audit- 
ing Standards. KPMG consented to the SEC’s order but did not 
admit or deny the SEC’s findings. 

The following is taken from the SEC’s press release announcing 
the censure of KPMG: 

“The SEC found that, from May through December 2000, 
KPMG held a substantial investment in the Short-Term 
Investments Trust (STIT), a money market fund within 
the AIM family of funds. According to the SEC’s order. 


394 Press Release by the SEC, “SEC Censures KPMG for Auditor Independence Violation,” (No. 
2002-4 1/14/02), available at www.sec.gov/news/press/2002-4.txt. 



274 


KPMG opened the money market account with an initial 
deposit of $25 million on May 5, 2000, and at one point the 
account balance constituted approximately 15% of the 
fund’s net assets. In the order, the SEC found that KPMG 
audited the financial statements of STIT at a time when 
the firm’s independence was impaired, and that STIT in- 
cluded KPMG’s audit report in 16 separate filings it made 
with the SEC on November 9, 2000. The SEC further 
found that KPMG repeatedly confirmed its putative inde- 
pendence from the AIM funds it audited, including STIT, 
during the period in which KPMG was invested in STIT. 

“‘This case illustrates the dangers that flow from a failure 
to implement adequate polices and procedures designed to 
detect and prevent auditor independence violations,’ said 
Paul R. Berger, Associate Director of Enforcement.” 

In addition to censuring the firm, the SEC ordered KPMG to un- 
dertake certain remedies designed to prevent and detect future 
independence violations caused by financial relationships with, and 
investments in, the firm’s audit clients. 

POLAROID AND KPMG 

Polaroid Corporation filed for bankruptcy protection in October 
2001. In February 2003, a federal bankruptcy court named Perry 
Mandarine, a tax expert, as an independent examiner for Polaroid. 
In August 2003, the bankruptcy examiner issued a report stating 
that Polaroid and its accounting firm, KPMG, had engaged in im- 
proper accounting procedures and failed to warn investors of Polar- 
oid’s impending bankruptcy. KPMG attempted to keep the report 
sealed, but the court made the report available to the public. Since 
the issuance of the examiner’s report, shareholders have filed a 
class action lawsuit against Polaroid and KPMG alleging violations 
of the Securities and Exchange Act for filing false financial state- 
ments. 

Both the report and the lawsuit allege that KPMG and Polaroid 
engaged in a series of fraudulent accounting transactions, including 
overstating the value of assets and issuing financial statements 
that made the company appear healthier than it was. The exam- 
iner determined that KPMG should have provided a qualified opin- 
ion on the corporation’s financial statements and included a warn- 
ing about its status as a “going concern.” The examiner found that 
KPMG had been considering such a warning, but decided against 
issuing it after a telephone call was made by Polaroid’s chief execu- 
tive to KPMG’s chairman. 395 KPMG has charged that the report is 
“unfounded” and “incorrect.” 396 


395 See, e.g., “KPMG Defends Audit Work for Polaroid,” Wall Street Journal (8/25/03). 

396 “Polaroid Hit with Lawsuit After Report,” Boston Globe (8/27/03). 
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PREPARED STATEMEOT OF DEBRA S. PETERSEN 
TAX COUNSEL IV, CALIFORNIA FRANCHISE TAX BOARD, 
RANCHO CORDOVA, CALIFORNIA 


Mr. Chairman and members of the Subcommittee, 

I am Debra Petersen and I am testifying on behalf of Controller Steve Westly and 
the California Franchise Tax Board (FTB). On their behalf, I would like to thank you for 
this opportunity to give testimony on some of the most egregious tax scams we have 
ever seen. 

In recent years, the FTB has seen a gross proliferation of abusive tax schemes 
and tax shelters that have been aggressively marketed to taxpayers. These 
transactions and schemes run afoul of the basic intent of the tax laws. We have been 
appalled at the positions taken to justify these transactions and schemes. These are 
designed and sold as tax savings strategies and are veiled with a limited technical 
reading of the tax law and a flimsy excuse for a valid business purpose. The 
transactions are designed to create artificial losses and to make use of losses and 
deductions a second time. 

Tax Shelters in General 


Generally, an abusive tax scheme is a transaction that is promoted with the 
promise of tax benefits, has predictable tax losses or tax consequences and/or has no 
true or correlating economic loss experienced with respect to the taxpayer's income or 
assets. Typically, an abusive tax scheme follow the literal reading of the tax statute, but 
applies the meaning in a manner that is inconsistent with the purpose or i.ntent of the tax 
statute. 

Some of the characteristics of abusive tax schemes are: 

• the separation of income and expenses (one taxpayer reports the income and 
a different taxpayer reports the expenses related to the same transaction); 

• the use of pass-through entities that have no other purposes than to 
accommodate the desired tax results (they may not conduct an operating 
business); 

• the use of third-party accommodators; 

■ the use of offshore foreign account or accommodator; 

• a double benefit for the same tax loss or deduction; and/or 

• conducted over a short period of time (transitory in nature). 

These schemes lack economic substance meaning that there are no economic 
advantages other than tax savings, that the tax benefits outweigh the economic risks 
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and profit potential or that there is no business purpose separate from the tax 
consequences. Usually there is no justifiable business purpose for the transaction other 
than to reduce taxes and the transaction lacks the potential to generate a profit. 

We have seen the major accounting firms and other professional firms actively 
engage in the sale and promotion of these tax shelters and schemes in return for hefty 
fees. These shelters are marketed and purchased by reputable firms, not by fly-by- 
night or underground companies, which makes it all the more shocking that these tax 
avoidance transactions exist. These types of transactions are not isolated, but 
pervasive and are used by large and small taxpayers alike. A tax advisor told a 
taxpayer that "everyone is doing this," pressuring the taxpayer to think that one would 
be foolish not to engage in tax shelter transactions. 

The professional firm that promotes the abusive tax shelter will issue tax 
opinions. Often, these tax opinions are not properly prepared and lull the 
taxpayer/investor into a false sense of security. These opinions are written to only 
address potential problem areas based upon specifically cited published tax law but 
they fail to address the overall ramifications of the transactions. The opinions generally 
fail to discuss all the risks of the transaction including application of tax doctrines such 
as step transaction, lack of economic substance and assignment of income. The 
opinions often assume facts that are critical to making a proper assessment of the risks 
of the transactions and often are not complete in addressing all relevant tax code 
provisions. 

Frequently, the fees obtained by the promoters are directly related to the amount 
of tax benefits to be delivered and are enormous. The fees do not represent the actual 
costs to put together the deal and are very often contingent in nature. 

For the most part, these transactions and schemes are not disclosed on the tax 
returns and very often the tax preparers and promoters, who may be one and the same, 
will go to great lengths to hide the transactions from taxing authorities. They will set up 
elaborate multi-tiered entity structures using pass-through entities or tax-exempt entities 
to hide the transactions, it is very resource intensive to identify the entire transaction as 
one part will appear on one taxpayer's return and the rest on other returns, including 
exempt organization returns which may not be examined by tax agencies. 

We are aware that professional firms sold abusive tax products from 1999 
through 2001 . We have not examined tax returns for the 2002 taxable year yet and do 
not have a feel for the extent to which such activity is continuing or has taken place after 
2001 . We did find some abusive tax transactions before 1 999, but in some cases we 
were not aware of the entire transaction so that we were unable to identify them as 
abusive lax shelters. 

When we conduct our audits, we usually deal with a representative who typically 
is also the tax shelter promoter. In some cases, however, we did speak directly to 
taxpayers who invested in abusive tax shelters. These individuals typically had 
substantial gains from a one-time event or large, constant streams of income amounts. 
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When speaking with their tax advisor about their gain or income for the year, their tax 
advisor made them aware of the availability of certain tax shelters; they did not seek out 
the tax shelter investment on their own. 

The transactions we have seen are so complicated and convoluted, that an 
investor would not have put together such a transaction on their own. The investors 
rely upon and are at the mercy of their "trusted business advisor” who clearly can no 
longer be trusted with giving valid tax advice. Our auditors and legal staff have 
difficulties understanding the transaction because of the insertion of steps that have no 
business purpose except to complicate the nature of the transaction. Often, we are not 
aware of all the facts and cannot always reach the right conclusion the first time we see 
the transaction or a piece of the transaction. 

We have observed the direct marketing of shelters to clients of the promoter, to 
smaller tax preparation firms and to the public through direct mailing. We estimate that 
roughly eighty percent of the tax shelter cases are marketed by firms to their own client, 
about ten to fifteen percent are the result of literature mailed to potential investors and 
five to ten percent based upon referrals. 

These tax shelters and tax avoidance schemes are a horrific threat to the tax 
compliance system and to state revenues. State tax revenues in California have 
declined over the past few years and we think that a good portion of that decline is 
attributable to tax shelter activities. 

Specific Shelter Transactions 

We have identified several hundred cases involving California taxpayers for the 
1999 through 2001 tax years that may involve tax shelters. These cases include tax 
shelter transactions involving contingent liabilities,’ loan premiums, basis shifting, short 
sales, loss shifting, notional principal contracts, loan assumptions, abusive use of 
registered investment companies and real estate investment trusts, and digital or binary 
options. Some of these were marketed by professional firms under names such as 
FLIP, OPIS, BLIPS, COBRA, BOSS, Son of BOSS, TRACT, SC^ PICO, CARDS and 
COINS. In our opinion, none of these transactions comply with federal and state 
income tax laws.^ 

The transactions used in FLIP (Foreign Leveraged Investment Program) and 
OPIS (Offshore Portfolio Investment Strategy) are extremely complex and involve the 
use of offshore accounts, warrants, options and stock redemption to accomplish a 
shifting of basis and creation of artificial losses. The transactions require the 
cooperation of offshore accommodators such as Union Bank of Switzerland. Generally, 


’ In response to the abuses involving contingent liabilities. Congress enacted, on December 21 , 2002, 
Internal Revenue Code section 358(h) which applies retroactively to October 18, 1999 and the Internal 
Revenue Serviced issued, on June 23, 2003, temporary and proposed regulations which are also 
retroactive to October 18, 1999. 

^ The Internal Revenue Service has listed many of these as potentially abusive tax shelters. The 
Franchise Tax Board will likewise be listing these transactions. 


3 



278 


the transactions make use of Internal Revenue Code section 318 attribution rules and 
Treasury Regulations section 1.302-2{c) basis adjustments to increase the basis of 
stock and subsequent loss on the sale of that stock. The Internal Revenue Service 
issued Notice 2001-45, 2001-C.B. 129 to alert taxpayers and their representatives that 
the purported tax benefits from these transactions are not properly allowable for federal 
income tax purposes. It also alerted taxpayers, their representatives and promoters of 
these transactions that they may be subject to penalties and reporting requirements. 

The notice concludes that "the Service intends to disallow losses claimed (or to increase 
taxable income or gains) in the transaction described in this Notice to the extent a 
taxpayer derives a tax benefit that is attributable to stock basis purportedly shifted from 
the redeemed shares." The reasons for the disallowance, depending upon the specific 
facts of a given case, may include that the redemption does not result in a dividend and 
therefore there is no basis shift, the basis shift is not a proper adjustment as 
contemplated by Treasury Regulations section 1.302-2{c), and there is no attribution of 
stock ownership or basis shift because the steps taken to achieve those results are 
transitory and serve no purpose other than tax avoidance. The Franchise Tax Board 
agrees with and will follow the Internal Revenue's position on these transactions. 

I have examined materials collected by the Permanent Subcommittee on 
Investigations pertaining to the promotion of BLIPS and SC^. With respect to BLIPS, 
the transaction lacks economic substance. It is designed to create a non-economic 
paper loss through the use of basis inflation. When we look through the surface of the 
transaction to the true substance, there is no economic tax loss. The loss to be 
generated is determined up front and the transaction is structured to produce the 
desired amount of tax loss. Use of foreign currency transactions is a clever attempt to 
make the transaction appear to have some element of risk, but in reality, the foreign 
currency actually selected is not subject to large market fluctuations in the short term. 
The cases we have seen during our audits are completed in a short period of time, 
within sixty to ninety days, thus minimizing the potential for market fluctuations. There 
is no valid business purpose for the formation of the pass-through entity. The sole 
purpose of this entity is to create tax basis that will give rise to an alleged tax loss. This 
transaction requires the orchestration of each step by a sophisticated tax advisor and a 
cooperative investment firm such as Presidio. It also requires the accommodation by a 
bank such as Deutsche Bank AG. 

The Internal Revenue Service issued Notice 2000-44, 2000-2 C.B. 255, to 
address transactions that purport to generate tax losses for taxpayers. One of the 
transactions described in that notice is similar to BLIPS. The notice discusses a 
taxpayer that borrows funds at a premium that is subsequently assumed by a 
partnership. The taxpayer claims a basis in the partnership equal to cash contributed 
and reduced by only the stated principal amount of the loan (ignoring the premium). 
When the partnership interest is disposed of, the taxpayer claims a loss for the basis 
even though the taxpayer has incurred no corresponding economic loss. The notice 
states that the "purported losses resulting from the transactions described above do not 
represent bona fide losses reflecting actual economic consequences as required for 
purposes of section 165. The purported losses from these transactions (and from any 
similar arrangements designed to produce noneconomic tax losses by artificially 
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overstating basis in partnership interests) are not allowable as deductions for federal 
income tax purposes." The notice states that the purported tax benefits claimed from 
these transactions may be disallowed under Internal Revenue Code section 752, 

T reasury Regulations section 1 .701 -2 or other anti-abuse rules. With respect to 
individuals, the transactions may be subject to challenge under Internal Revenue Code 
section 165(c)(2) as transactions not entered into for profit. The notice alerts taxpayers, 
their representatives and promoters of these transactions that they may be subject to 
penalties and reporting requirements. The Franchise Tax Board agrees with and will 
follow the Internal Revenue's position on these transactions. 

With respect to the SC*^ transactions, I see several problems with the way this 
transaction is structured. The tax opinion rendered by Sevd'arth, Shaw, Fairweather & 
Geraldson, dated December 30, 1999, states that the "plan will be required to execute a 
redemption agreement which will provide, in effect, that the Plan will have the right to 
’put’ the stock back to the corporation (or one of its shareholders) at some point in the 
future (which we are advised will be in approximately two years).” These facts, 
combined with the issuance of warrants to the S corporation shareholder leads me to 
conclude that there was not a completed gift in the year that the preferred stock was 
transferred to the pension plan. This means that a charitable contribution deduction 
cannot be claimed until the year that the gift is completed. Under this transaction, the 
gift is not complete until the redemption occurs and the plan receives the cash from the 
S corporation. In addition, since there is no valid gift until the time of the redemption, 
the plan is not the owner of the shares and no allocation of income can properly be 
made to the pension fund. Given the fact that the stock is nonvoting, that there is a plan 
for the stock to be redeemed or for the warrants to be exercised, no or minimal cash 
distributions are made and no income tax is being paid on the income earned in 
connection with those shares, the pension plan is not the beneficial owner of the shares 
and income should not be allocated to the pension fund. There is no valid purpose for 
the issuance of nonvoting preferred stock followed by redemption of that stock other 
than for the avoidance of income tax. The donor could have transferred cash to the 
pension fund and taken a charitable contribution. There was no need to donate and 
then redeem the stock other than for the purpose of attempting to assign income of the 
S corporation to an organization exempt from tax thus reducing the tax liability of the 
shareholders who owned the voting common stock. 

The tax opinion letters obtained by the Permanent Subcommittee on 
Investigations that I reviewed used by KPMG in connection with the SC^ transactions 
are grossly deficient. The letters fail to discuss the impact of the warrants, whether 
there was a completed gift, assignment of income doctrine and the step transaction 
doctrine. The tax opinion rendered by Seyfarth, Shaw, Fairweather & Geraldson, dated 
December 30, 1999, recognizes that this is "a very unusual transaction, and there is 
almost no statutory, regulatory or other authority addressing the issue . . .." This is an 
example of how the opinion letters are written to address specific legal authority that 
may cast doubt on the transaction, but fail to examine all the potential risks to the 
investor. Rather than present clear legal authority for the transaction on an overall 
basis, the opinions attempt to clear the roadblocks for individual steps in isolation. 


5 



280 


The Tax Reform Act of 1984 (Pub. L. 98-369, 98 Stat. 678) added Internal 
Revenue Code section 61 1 1 regarding the registration of tax shelters. The FLIP, OPIS 
and BLIPS cases that we have seen meet the registration requirements of that section. 
In the cases that we have looked at during our audits, the investor received at least two 
dollars in tax savings for every dollar invested in the transaction. These shelters were 
marketed to multiple investors such that the aggregate amount of investment in these 
shelters exceeded $250,000 and there were five or more investors. With regards to SC^ 
transactions, based upon the materials provided by the Permanent Subcommittee on 
Investigations which I have reviewed, it met the registration requirements of Internal 
Revenue Code section 61 1 1 for the same reasons as the other shelters mentioned 
above. 

Impact of Tax Shelters on California 

Based upon a U.S. General Accounting Office (GAO) study presented in 
testimony to the Senate Finance Committee, we estimate lost revenue to the state of 
approximately $3.5 billion from abusive tax shelters. According to the GAO study, 
potential tax losses covering a multiyear period are estimated to be approximately $85 
billion as of September 30, 2003, with $33 billion attributable to listed transactions and 
$52 billion for nonlisted transactions. Based upon a comparison of state-to-nation tax 
effect, it is projected that California's potential losses from abusive tax shelters is $1.5 
billion for listed transactions and $2 billion for non nonlisted transactions, for a total of 
$3.5 billion. Our recently enacted tax legislation estimates that as a result of the 
legislation, the state of California will have increased revenue in each of the next two 
fiscal years of approximately $90 million and $50 million in the following fiscal year. 

The State of California is dedicated to cracking down on tax cheats and abusive 
tax shelters. In the words of Controller Steve Westly, "California loses hundreds of 
millions of state tax dollars each year as a result of these sophisticated tax schemes. 
This is legitimate tax money owed to the state of California that funds our schools, helps 
our elderly and fuels our emergency and transportation services. With a record deficit 
currently plaguing our state, we are very motivated to pursue these cases," We have 
already taken a number of steps to curb the promotion and use of these tax avoidance 
schemes, including the following; 

1 . Ini 998 we rolled out a computer software program that allows us to track 
information better so we can trace income from pass through entities to the 
ultimate taxpayer that should report the income. We were concerned in the early 
1990s about abusive transactions involving pass through entities and found that 
it was very time consuming to manually examine each return and trace the 
income to other returns. The program has increased compliance and allowed 
for more efficient auditing of tax returns and tracing of income. 

2. On September 13, 2003, California, along with 33 other states, signed a 
Memorandum of Understanding with the Small Business-Self-Employed 
Operating Division of the IRS. We have been and will continue to cooperate with 
the Internal Revenue Service (IRS) in the identification and audit of tax shelters. 
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We will share information at an earlier stage in the audit process and we will 
assist each other whenever possible with the audit of tax shelters and tax 
avoidance schemes. We are coordinating our audit efforts to maximize 
efficiency. 

3. In October of 2003, the governor of California signed into legislation a bill that 
provides for reporting requirements, increases existing penalties and imposes 
new penalties for tax shelters. Our bill was modeled after the Tax Shelter 
Transparency Act bill and we hope that Congress will pass this legislation at the 
federal level in the near future. 

With regards to the enhanced penalties, we have increased the penalty for 
promoters to fifty percent of the gross income derived or to be derived from the 
tax shelter activity. We lowered the threshold for the imposition of the accuracy 
related penalty for corporations. We quadrupled the accuracy related penalty 
and raised the standard necessary to avoid the penalty. 

We added a frivolous return penalty, penalties for failure to disclose reportable 
and listed transactions and a noneconomic substance transaction 
understatement penalty. We also added a penalty equal to one hundred percent 
of the interest due on a deficiency related to a tax shelter. The new and 
increased penalties generally apply to all open years regardless of when the 
shelter is "listed." 

The new law extends the statute of limitations for issuing notices of proposed 
assessment on tax shelter transactions to eight years, thus doubling the regular 
California statute of limitations for tax cases. It creates an exception for 
confidential communications for written communications between a tax 
practitioner and the taxpayer/investor. It also makes it easier for the FTB to issue 
subpoenas. 

Another part of our new law provides for a Voluntary Compliance initiative 
wherein taxpayers who voluntarily file amended returns and pay the full amount 
of tax and interest related to tax shelter benefits claimed on their return can avoid 
the new and increased penalties. We have been and will continue to publicize 
this program in order to encourage taxpayers to voluntarily comply with the law 
and to educate the public on the tax shelters that they should not engage in and 
the consequences of doing so. Our policy is not to settle any tax shelter issues. 

If taxpayers fail to come in under the voluntary compliance initiative, they will face 
the higher penalties. 

4. We also passed legislation that shut down one of the most egregious tax 
avoidance scams we have seen. It involved banks that formed solely owned 
subsidiaries which they registered as investment companies under the 
Investment Act of 1 940 for the purpose of avoiding California taxes. The 
registration is clearly improper under the Investment Act of 1940. By 2003, all of 
the banks involved with this shelter withdrew their registration after examination 
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by and discussions with the Securities and Exchange Commission. Rather than 
pay tax at one level, which is what the law provides for, they combined unrelated 
code sections and attempted to pay no state tax whatsoever on the interest 
income earned on the bank’s loan portfolio. 

5. We have worked in cooperation with the Securities and Exchange 
Commission (SEC) on the bank issue noted above. 

6. The Executive Director of the FTB, Mr. Gerald Goldberg, chairs the Corporate 
Income Tax Shelter Working Group of the Multistate Tax Commission (the MTC). 
Some of the goals of the working group is to share information among the states 
regarding tax shelters and abusive tax transactions and develop anti-abuse 
legislative tools. Thirteen states are members of the working group: California, 
Massachusetts, Alabama, North Carolina, Arizona, Kentucky, Oregon, North 
Dakota, Montana, New Hampshire, Arkansas, Idaho, Maryland, Illinois and 
Florida. 

7. Apart from the MTC, we have communicated directly with several states and 
share information concerning the state-level shelters that we have encountered. 
This has been very useful and we plan to expand those contacts. These states 
include New York, New Jersey, Massachusetts, Indiana, Ohio, Illinois, 

Minnesota, Wisconsin, and Texas, 

Recommendations 


While we are pleased with the progress we have made to identify and close 
down tax shelters, we think that more needs to be done in order to prevent creative 
minds from formulating new shelters and schemes that circumvent the new laws. Listed 
below are some of these recommendations. 

1. Extend Sarbannes-Oxley to tax return preparers. If a return preparer or 
related party has marketed, sold or recommended a tax shelter, the firm and 
related parties should not be allowed to sign the return for that year or any year 
in which the taxpayer benefited from the shelter. Another return preparer would 
be required to prepare and sign the return. The other preparer would then need 
to independently review the transaction to determine if the position is appropriate 
under the tax laws and to include disclosure statements in order to avoid 
liabilities. Mere disgorgement of the profit made on the transaction is not enough 
to discourage these practices because the taxpayers and their advisors play the 
audit roulette. If the promoter is caught 1 in 10 times, then 9 out of 10 times they 
win. Thus, even if they have to pay back $1 million out the $10 million that they 
earned, they still come out $9 million ahead. In addition, the firm may have 
insurance to cover these penalties or may self-insure by setting aside funds in 
the event that penalties are imposed. Requiring an independent firm to sign the 
return would provide checks and balances within the private sector. 
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2. Remove registration exemptions for these types of investments. Requiring 
registration under the 1933 act and other acts will provide disclosure of more 
information about the transaction and will cost the promoter more. Registration is 
an expensive undertaking and failure to comply with SEC rules are very costly. 
Until there is a risk that one may not be able to continue in the business of selling 
these investments, they will continue to be marketed in new ways. The fact that 
the tax laws require registration under the Investment Act of 1 940 in order to take 
advantage of the single level of tax provision for registered investment 
companies is one of the prime reasons we were able to identify and shut down 
this tax shelter. 

3. The AlCPA should prohibit all contingency fees and fixed fees not based upon 
actual hours incurred for tax services. We have seen contingency fees not only 
in the area of abusive tax shelters but for services in connection with claiming tax 
credits. Use of contingency fees results in aggressive positions being taken and 
over inflation of the benefits. This works to the detriment of the taxpayer who not 
only pays for the advice but also for someone to defend the position taken. 
Contingency fees are like opium to the accounting firms. Once they start 
accepting contingency fees, it's very difficult to go back to hourly billing rates 
because the amounts are very lucrative. 

4. Enact whistle blower statutes that would allow people to receive 
compensation for reporting of tax shelters and abusive transactions. Without the 
assistance of honest people willing to come forward and disclose information 
concerning abusive transactions, it is very difficult to uncover them. The 
information they provide is extremely valuable. 

5. Require licensing or registration of tax return preparers. Require educational 
standards including ethics training. Then, if the preparer files fax returns with 
abusive transactions that are not properly disclosed, suspend or revoke their 
right to prepare tax returns. Again, imposing penalties (including disgorgement 
of revenue) may have some deterrent effect, but nothing is more effective than 
shutting down the ability to earn a living from one's profession. 

6. Raise the ethical standards for tax preparers and advisors. Require a duty to 
uphold the spirit of the tax laws. Currently, many tax preparation firms take the 
position that if something is not specifically disallowed or illegal under the tax law, 
then it is allowable, even if it violates the purpose and spirit of the law. 

7. Beef up enforcement agencies. A prominent California tax litigator who 
defends high-net-worth taxpayers in tax shelter cases commented that part of the 
reason we are seeing so many abusive tax shelters is that the enforcer backed 
off. A gentler, kinder Internal Revenue Service has contributed to the perception 
that tax professionals can get away with just about anything because the watch 
dog is asleep. The odds of their getting caught have diminished. We have 
learned the hard way that self-compliance only comes with regular enforcement 
activities. The IRS and other tax enforcement agencies need more resources to 
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audit taxpayers who engage in abusive tax transactions. The transactions are 
highly complex and require smart technicians to unravel the convoluted steps 
taken in these types of transactions. 

8. Publish a list of firms that issue tax opinions that fail to properly analyze the 
tax consequences of the transactions so that the public can be put on notice that 
they cannot rely on opinions of that firm. The firm would remain on the list for a 
certain period of time (say one year) and would be added and remain on the list 
for that period of time each time it is determined that an improper opinion has 
been issued. A taxpayer should not be able to rely upon an opinion that fails to 
analyze all of the steps in a given transaction. 

9. Tax laws should be amended to provide an entity level tax on the amount of 
income that is passed through to a tax-exempt entity that does not pay the 
unrelated business income tax on that income. As seen in the SC^ shelter, tax 
advisors will manipulate the laws to their advantage. They used the tax 
provisions that allow pension funds to be S corporation shareholders to attempt 
to escape income tax on a large portion of income, while not actually distributing 
all the income allocated to the pension fund. The pass through entity should be 
required to make cash distributions of the amount allocated to the exempt 
organization. 

10. Tax laws should be amended to clearly state that any reimbursement from 
the tax preparer or promoter to the taxpayer/investor, whether for tax, interest or 
penalties, constitutes income to the taxpayer/investor and is not deductible by the 
payor. Any amounts received by the promoter from an insurer should be taxable 
to the promoter. 

The sale of tax shelter and tax avoidance products is clearly wrong. These 
abusive tax transactions manipulate the tax laws for the purpose of creating phony 
losses. They have cost the federal and state governments billions of dollars of tax 
revenues. The investors pay not only to get into these schemes, but they face large 
penalties when they are caught. The only ones who come out ahead are the promoters 
and accommodators who obtained exorbitant fees for selling these tax schemes. As 
Controller Steve Westly said, "Abusive tax shelters victimize honest citizens who pay 
their fair share of taxes while the tax cheats profit." 


Thank you. 
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STATEMENT OF MARK T. WATSON 

Before the Permanent Subcommittee on Investigations 
Committee on Governmental Affairs 
United States Senate 
November 18, 2003 


Chairman Coleman, Senator Levin, and Members of the Subcommittee. Good 

morning. 


My name is Mark Watson. I am here today to provide information to the 
Subcommittee regarding my experience working at KPMG. In particular, I understand that the 
Subcommittee wants me to address certain tax strategies that were approved and implemented 
during my tenure at KPMG. 

Before answering the Subcommittee’s questions, let me give a brief description of 
my background and role at KPMG. 1 am a graduate of Texas A&M University with a bachelor’s 
degree in Finance and a master’s degree in Tax. 

In 1992, 1 joined KPMG as a Staff Accountant in the Personal Financial Planning 
Practice in Houston, Texas. In 1994, 1 came to Washington for a two-year rotation in KPMG’s 
Washington National Tax Office, which is the group responsible for providing technical tax 
support to KPMG’s field offices. In 1 996, 1 moved to the Dallas, Texas field office, where 1 
continued to work in the Personal Financial Planning Practice. KPMG promoted me to Partner 
in 1997. 


I returned to Washington in 1998 as the partner in charge of the Personal 
Financial Platming Group for the Washington National Tax Office. I developed significant 
experience in the areas of individual income tax, fiduciary income tax, and estate and gift taxes. 
These areas were the focus of the Personal Financial Planning Group of the Washington National 
Tax Office, which provided technical support to KPMG’s field offices regarding such matters. 

At around this time, the Washington National Tax Office also assumed the additional role of 
participating in the review and analysis of potential tax strategies that were to be marketed to 
finn clients and others. 

During this time, I reported to Phil Wiesner, who was the partner in charge of the 
Washington National Tax Office. I also reported to Doug Ammerman, the partner in charge of 
KPMG’s entire Personal Financial Planning Practice. 1 supervised a staff of approximately eight 
individuals in the Personal Financial Planning Group of the Washington National Tax Office. 


In the summer of 2000, KPMG transferred me out of the Washington National 
Tax Office for a two-year overseas assignment. After two years, rather than return to a position 
in the Personal Financial Planning Practice, I decided to leave KPMG. Today, I continue to work 
in the tax area, focusing on estate planning. 

I would be happy to address any questions that the Subcommittee might have. 


Thank you. 
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Public Accountants and the Tax Shelter Industry 
Statement prepared for the U.S. Senate Committee on Governmental Affairs, Permanent 
Subcommittee on Investigations, Hearings on U.S. Tax Shelter Industry 
November 18, 2003. 

Calvin H. Johnson 
Professor of Law, 

University of Texas, Austin 

I have been asked to help the Permanent Subcommittee on Investigations to 
evaluate the tax shelter industry and to advise the committee on the role of public 
accountants. 1 have been asked to look especially at two shelters promoted by KPMG, 
that is, the BLIP and SC^ shelters. 

My general conclusions are that the tax shelter industry has succeeded in doing 
real damage to the national tax system. Former IRS Commissioner Charles Rossotti has 
said that the IRS is losing the war against tax shelters: some 80% of the most 
sophisticated taxpayers are avoiding their legal share of tax. I think the objective 
measures support his assessment. Real or effective tax are running at a maximum of 10% 
from taxpayers the Congress wants and needs to tax at 35%. The tax system is not in 
healthy shape. 

Every day well-trained, well-paid and highly motivated tax professionals have 
been launching vicious attacks on the tax base and they have had considerable success. 
KPMG destroyed considerably more tax with its BLIP and SC^ shelters than the $75 
million fees that they took in from selling them. Uncle Sam seems losing the war against 
tax shelters and tax shelter industry. 

I applaud the Congress and the Treasury for adopting retroactive remedies for the 
BLIPS transaction, and hope they will do it again for other shelters, including the SC^ 
shelter. Congress and the IRS should set up an office of “legislative audits” to find 
shelters and fix them retroactively. 

I also applaud proposals to preserve the independence of certified public 
accountants by prohibiting CPAs from offering tax shelters and other advice to the public 
companies. 

Finally, I also support a dramatic increase in the penalties for promoting shelters, 
for failing to register shelters and for giving opinions that turn out to be inaccurate. 

1 . BLIPS and the “Flagrant Disregard” 

KPMG should not have sold the “Son of Boss” or “BLIP” shelter or told their 
customers that the shelter was more likely than not to prevail if challenged. For a goodly 
fee, KPMG sold its opinion so as to free clients from penalties for taking tax deductions 
for what KPMG knew to be artificial losses. The tax loss claimed on sale of taxpayer’s 
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partnership interest was not an accurate description of the taxpayer’s economic position. 
Since 1960, the Treasury Regulations have provided that “only a bona fide loss is 
allowed” and that “substance and not form shall govern in determining a deductible 
loss.”' The partnership anti-abuse regulations have been out since 1994 and they take 
away losses on sale of partnership interests that do not reflect the true income of the 
partner or the intent of the statute." In ACM v. Commissioner, on October 13, 1998, the 
Court of Appeals denied the deduction of the “artificial” or “phantom” losses from a 
marketed corporate tax shelter that bears a strong family resemblance to the BLIP." On 
August 14, 2000, the IRS identified the loss in Son of Boss or BLIP shelter as a “listed 
transaction,” that is, a potentially abusive tax shelter because it entailed “an artificial 
loss” which does not “correspond to any actual economic loss” '' KPMG stopped selling 
the BLIP shelter to new customers in September 2000, but it continued to give its opinion 
that the phantom loss would be allowed to its existing customers. 

KPGM’s legal position in BLIPS was rejected by Congress, Treasury and the tax 
community. The legal position behind BLIPs and Son of Boss is that the tax law is so 
blind that liabilities that the market understands to reduce value will nonetheless not be 
recognized by the tax law in calculating true net cost or basis. In BLIPs and related 
shelters, the taxpayer who buys the shelter contributes cash or other cost to a partnership 
or corporation. At the same time, the corporation or partnership assumes liabilities of the 
taxpayer that are not booked by the accountants. Accountants, for example, require that 
booked liabilities be fixed, they ignore rents and other future costs, and they do not 
require the costs of satisfying an option be booked until the option is exercised. As a 
matter of economics the liabilities assumed by the entity reduce the value of the 
partnership interest or stock. But KPOM’s legal position is that those liabilities will be 
ignored as a matter of law when the partner calculates its net or adjusted cost for the 
shares or partnership interest. The taxpayer sells the stock or partnership interest and 
reports an artificial tax loss in the amount by which the assumption reduces the value of 
the stock or partnership interest in fact. There is no question that GAAP accounting 
books only certain liabilities, and ignores many other future costs. There is no question 
that tax often follows the accounting principles, even down the paths of bad economics. 
Still KPGM’s legal position that tax law would endorse the artificial losses by ignoring 
assumption of economic liabilities seems to have upset the tax world. 


‘ Treasury Reg. §1.165~l(b)(1960). Bruce Lemons, James Whitmire, Randy Bickman, Selling the 
“Noneconomic Loss Doctrine, " 96 Tax Notes 415 (2002) try to argue that the bona fide loss requirement 
of the regulations refers only to timing of the loss and does not affect artificial losses. They argue, for 
instance, that section 1014 (step up in basis at death) produces artificial losses. For example if a taxpayer 
inherits an appreciated building and then sees it burned down, there is no economic loss, but there is a tax 
loss measured from the section 1014 fair market value basis at death. Section 1014 is premised on the 
assumption that the taxpayers capital investment is the value of the building. Section 1014 may well be bad 
tax accounting but there is no question that losing a valuable building is an economic loss, and bears little 
resemblance to the artificial or phantom losses from packaged tax. In any event, there is no reasonable 
basis for assuming that Treas. Reg. §1.165-l(b) governs only timing and does not affect losses that artificial 
in total and forever. 

^ Treasury Reg. §1 .702~2(a)(3)&(b)(proposed May 17, 1994 and adopted Dec. 29, 1994). 

^ ACM v. Commissioner, 157 F3d 231 (3d Cir. 1998) 

^ Notice 2000-44, 2000-2 C.B. 255 (Aug, 14, 2000). 
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In 2000, Congress amended the assumption of liabilities provisions of section 
358 retroactively to take away cost basis when the corporation assumed future obligation 
of a shareholder.^ The BLIP transaction claimed there was a “hacker’s window” or fault 
in section 358, created by clever mal-interpretation, and it was not part of the beautiful 
system that Congress intended to write. Section 358, which provides that basis in shares 
is reduced by liabilities assumed, was crafted by the American Law Institute and then 
adopted in the Internal Revenue Code of 1954. Section 358 represented the best that 
Congress could do with the advice of the best tax minds and tax professionals in the 
country. The section 358 system was not supposed to be so easily destroyed. The 
amendment to section 358 to fix the BLIPs or Son of BOSS fissure was enacted on 
December 22, 2000, but it was retroactive by more than a year to transactions that 
occurred after October 18, 1999. Congress adopts retroactive amendments only when in 
its judgment the misinterpretation is both shocking to ethical norms and substantial in 
amount and because the misinterpretation is not what the tax law intended to do. 

I applaud Congress on making the cure retroactively so as to catch people who 
had created and exploited the hacker’s window. The tax law can not be made so perfect 
that it can withstand the attacks by Skunk Works operations such as KPGM’s, no matter 
how smart Congressmen are about learning the details of the tax law. Every morning a 
large, well-paid, well-trained and high-motivated cadre of tax professionals called 
accountants, lawyers and investment banks wake to spend their day on vicious attacks on 
the tax system and sometimes for all their pay they succeed. Congress will need to go 
back and fix the system and repair the rips from such attacks once it sees what damage 
the attack is doing. Litigation over whether something is an abuse, moreover, is no way 
to run a tax system and retroactive legislation or regulation amendment avoids litigation. 

The fix of Son of Boss or Blips should be viewed as a good precedent and 
Congress should do it more often. Indeed, I would advise that the IRS and Congress 
should set up a permanent institution of “legislative audits” in which they identify abuses 
arising from misinterpretation or misapplication of the law in shelters and protect the tax 
system from attack as soon as possible by retroactive legislation. 

On June 23, 2003, the Treasury issued temporary regulations making consistent 
corrections to the assumed liabilities rules for partnerships, and those amendments took 
away the loss from the BLIP shelter. With the invitation of Congress, the amended 
partnership-assumed-liabilities regulations are retroactive by almost four years, also to 
October 19, 1999.^ The Treasury amends the law retroactively only when the original 
position represents a serious misinterpretation of the intent of the law. I applaud the 
Treasury for making its Regulations retroactive so as forego expensive litigation and to 
catch the people who had created and exploited the hacker’s window. That retroactive 
legislation represents the Treasury’s appropriate response to the call of its duty 
to defend the American tax base. 


’ Community Renewal Tax Relief Act of 2000, §309, enacting IRC §358(h)(December 22, 2000) effective 
retroactively to Oct. 19, 1999. 

Temp. Treasury Reg. 1 .752-6T, T. D. 9062 (June 23, 2003) applicable to transactions after October, 1 8, 1999. 
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B. John Williams, the former chief counsel of the IRS, usually takes the position 
that IRS should not over-do its enforcement of tax law, and he usually takes the position 
that the term “abusive tax shelter” is just an emotional reaction.^ Nonetheless, for BLIPS 
and Son of BOSS, he got emotional: 

I am very concerned that promoters continued to promote - and taxpayers 
continued to participate in — "son of boss" transactions following issuance of 
Notice 2000-44, which identified "son of boss" and similar transactions as a listed 
transaction. I am also more than concerned to hear that even today these 
transactions or similar transactions may be being promoted. In my view, "son of 
boss" transactions are almost uniformly clearly abusive and will not withstand 
scrutiny by any court. In this circumstance, enforcement of the law is clearly 
necessary; otherwise, such flagrant disregard of the Notice will undermine 
voluntary compliance and the public's confidence in the IRS. I cannot foreclose 
the possibility of a public resolution initiative for "son of boss," or any other 
transaction that has been listed as a reportable tax avoidance transaction.* 

It may well be that former Chief Counsel Williams overreacted, although indeed the 
retroactivity of the Congressional and Treasury cure indicates he was not alone. Still, 
when former Chief Counsel Williams gets upset at such flagrant disrespect, we can be 
assured that there is something to get upset about. KPMG should not have sold or given 
its opinions on BLIPs. 


2. The Destructive Power of SC^. 

The shelter that KPMG is offering called “SC^” involves a very serious hole in the 
tax base. Everyone can have a tax haven in one’s own back yard. The gaping hole is 
serious enough and so inconsistent with the intent of subS that the loophole is going to 
have to be fixed by both regulations and legislation and it needs to be done fast and 
retroactively. 

The important idea behind SC^ is that a tax-exempt shareholder is allocated the 
taxable income and gains of a subS corporation, but the tax-exempt entity never gets to 
see any of the money from the income or gains. A subS corporation is not generally a 
taxable entity. It just allocates the tax items calculated at the corporate level to its 
shareholders in strict proportion to their fractional ownership of stock. Since 1996, tax 
exempt entities have been allowed to be owners of subS corporations.’ Thus, for 
example, if a subS is 90%, or, for that matter, 99.9% owned by a tax exempt shareholder, 
then 90% to 99.9% of the any capital gain or income the subS corporation reports 
becomes immune from federal tax. The plan works best if an ESOP is the tax exempt 


B. Jolin Williams, Jr., Statement to Senate Finance Committee Hearing on Tax Shelters: Who’s Buying, 
Who’s Selling and What’s the Government Doing About it? (Oct. 29, 2003), 2003 Tax Notes Today 
[Electronic Edition] 209-33. 

B. John Williams, Jr., Speech to the Chicago Bar Association, Federal Taxation Committee (February 
25, 2003), 2003 Tax NOTES Today [Electronic Edition] 40-20. 

’ IRC § 1361(c)(6), added by section 1316(aX2)ofthe Small Business Job Protection Act of 1996. 


4 



290 


entity owning the shares. In 1997, Congress exempted ESOPs from tax on unrelated 
taxable income and that means that even any business income can be shielded from all 


In SC^ the tax-exempt shareholder, however, will never see any of the income 
allocated to it for tax purposes. The real owners who are high-bracket shareholders have 
have warrants to buy more shares of the subS corporation. With enough warrants, the 
real owner can convert the tax exempt shareholder from being a 90-99.9% shareholder to 
being a 10% to 1/10"’% shareholder. Corporate shares have meaning only as a fraction of 
the whole and the new shares issued to the high-bracket shareholders dilute the tax- 
exempts shares to the final small fraction. 

During the time that the warrants are outstanding but not exercised, there is an 
agreement that shareholders will receive no dividends. The tax exempt shareholder 
interest is also not voting so that the tax-exempt can not manage corporate assets nor 
change the arrangements. The stock can also not be sold. The tax-exempt shareholder is 
basically just an accommodation party - one’s own pension fund works well for that. 

The tax-exempt shares are not worth much - this is nonvoting, nondividend paying stock 
that will shrink to a small percentage of assets when the warrants are exercised, so that 
tax-exempt shareholder will receive a modest price for redemption of its shares, and 
perhaps a side fee, but nothing else. The high bracket shareholders exercise their 
warrants and own all or substantially all the shares of the corporation. The interim 
income or gain that was allocated to the tax exempt shareholder becomes the property of 
the high bracket shareholder. When that income or gain is distributed to the high bracket 
shareholder, it is treated as if it were previously taxed amounts and it is first a recovery of 
the owner’s basis and then 15% capital gain." 

Section 1361(b)(1)(C) of the Internal Revenue Code attempts to prevent income 
being taxed to a low or zero tax shareholder while it really received by a higher bracket 
taxpayer by preventing a corporation eligible for SubS status from having a second class 
of stock. All income items, of whatever tax character, must be allocated strictly 
according to what fraction of the common shares any one shareholder has. But for 
section 1361(b)(1)(C), a high bracket shareholder could put shares into the hands of 
children or tax exempt nominees, hold an interest that is convertible into shares and by 
conversion grab all of the income that had been previously allocated to the low tax 
shareholders. The one-class of stock rule also prohibits the “fruit of the tree” from being 
taxed to someone who does not own the tree itself. In a subS corporation there can be no 
slicing of since asset into an income interest and a capital interest. The owner of the 
capital interest must be taxed on the income interest. 

There is, however, a very ill-advised regulation safe harbor that on its face allows 
avoidance of the second class of stock rule. Treasury Reg. §1.1361(/)(4)(iii)(C) provides 
that if an option has an exercise price that is more than 90% of the value of the 
underlying stock at the time that the option is issued, then the option is not a second class 


IRC § 512(e)(3), added by section 1523(a) of the Taxpayer Relief Act of 1 997. 
" IRC § 1368(c)(1) 
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of stock. For the SC^ stock, that safe harbor is thought to be extraordinarily easy to meet 
by bootstrapping. The stock held by the tax exempt entity has no value except for the 
modest price that the tax exempt shareholder will get after the warrants are exercised. In 
the meantime, the stock is non-saleable, nonvoting and gets no dividends. The value of 
the stock is thus just the redemption price that the tax-exempt shareholder will receive, 
discounted by the time value until the option will be exercised and also discounted by the 
chance that the stock might not be redeemed. 

The value of the tax-exempt’s shares bear no relationship to the value of assets 
being sheltered from tax. There can be $10 billion of taxable income or gain put into the 
S corporation and given haven from tax, but if there are enough warrants outstanding the 
the tax-exempt shareholder ultimate fractional interest is trivial, A tax exempt might be 
rational to redeem its shares for $2.69. Any value of more than $2.69 is just window 
dressing to fool the IRS. 

The IRS can and should beat the SC^ retroactively. The one-class-of-stock rule 
was intended to prevent tax of income to one taxpayer, while another would own the 
remainder or corpus and the real owners of the corpus are the high bracket shareholders. 
There is also no way that the tax exempt shareholder is going to be allowed to keep the 
90-99% of the assets, notwithstanding that the income from the assets were allocated to 
the tax-exempt shareholder. When the safe harbor test is understood to be a smart rule 
adjusting to get the accounting to describe the economics, the option itself can not be 
allowed to reduce the value of the stock under the safe harbor test. The IRS needs to 
issue a Notice that retroactive to the first SC^ transaction, the safe harbor of Treasury 
Reg. §1.1361(/)(4 )(h()(C) will be amended so that it does not apply unless the option 
price is also over 90% of the fractional value of subS assets represented by the underlying 
shares subject to the option, and that the test will be reapplied if any shareholders make a 
contribution to the corporation. 

Full litigation should show that as a matter of substance over form, the tax exempt 
shareholder is not the real owner of the 90-99% or the income allocated to it and is not 
the economic owner of the shares. But litigation on substance over form is always a long 
and sloppy thing and the safe harbor of Treasury Reg. §1.1361(0(4)(iiX)(C) does not help 
any. A retroactive amendment of that regulation to destroy subS status will forego 
litigation and reach results consistent with an accurate accounting for the economic 
situation. The ultimate goal of tax accounting, like all accounting, is to describe the 
economics with clarity and accuracy. 

The inevitable exercise test is too lax to capture many of the schemes like SC^ set 
up to allocate the tax items to the tax exempt shareholder while giving the high bracket 
taxpayer the real beneficial or economic ownership of the income. The law needs to be 
worried about the cases in which the high bracket shareholder might end up as the real 
owner, because those “mights " get turned into “wills ” in the hands of aggressive 
planners. 
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When warrants and options are outstanding the IRS can not tell who will 
ultimately get the interim income of the subS. The future is very hard to ascertain. 
Philosopher Yogi has told us, because it has not happened yet. The simple solution 
consistent with the solution of current law - the outright prohibition of a second class of 
stock - would simply prohibit options on subS stock, and that I think is the remedy that 
that is going to have to be required eventually. This gaping hole needs to be fixed 
quickly. As long as tax exempt shareholders are allowed to be owners of subs 
corporations, any rule allowing options is going to be a serious problem. 

It is time also to stop allowing ESOPs to be shareholders of a subS corporation. 
Subchapter S was written to prevent double taxation of corporate income, not to give a 
tax haven to business income that has never been taxed. A tax incentive for ESOPs is a 
terrible idea because it causes employees to under-diversify their investments. 
Employees via ESOPs invest their life savings in the same company on which their 
livelihood depends and when that company goes bust both the livelihood and nest egg 
evaporate. ESOP ownership of subS corporations is just an invitation for tax schemes 
like SC2, for the awfiil purpose of risking destruction of employees’ livelihood and nest 
egg all at once. 

There may also be an issue of a tax deduction when the tax exempt shareholder 
becomes an owner. That is just a red hearing, however, especially when the option price 
is down toward the $2.69 end of the spectrum. The real issue is allocation of income to 
the tax exempt shareholder, which the tax exempt shareholder never sees. 

3. CPAs can not offer tax shelters. 

In this post-Enron world, Certified Public Accountants should not be offering 
sleazy tax shelters or indeed any tax-minimization or client-loyal advice to public 
companies. The remedy is simple: Firms auditing clients for certification for SEC- 
required financial statements need to separate their auditing and advising functions into 
two unrelated companies, by spin-off or by sale. 

The Certified Public Accountant is a cop, who needs to be independent, even 
skeptical and hostile to the firm it is auditing. This practice of CPAs selling sleazy 
shelters to public firms undercuts auditor independence. It is much like a CPA arriving 
and announcing 

“I am your auditing Certified Public Accountant this year, and the model of 

rectitude and independence,... ” 

and then opening up his trench coat, showing off his wares, and asking, 

“. . . and would you like to buy some fake Rolexes from me?” 

Auditor independence is crucial to our capitalist economy because financial 
statements so profoundly influence the flow of precious investment. When financial 
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statements mislead investors, capital goes to less meritorious activities. Or capital is 
utterly wasted, as happened, for instance, in Global Crossing and Enron, 

Cheating financial statements, certified by auditors, make it difficult for 
legitimate, successful enterprises to raise capital by selling stock. When diversified 
investors do not have reliable information about the firm, they must underbid for stock of 
the firm to take account of risks that the stock is a “lemon,” worth less than the available 
information suggests. When foreign or diversified investors cannot count on accurate 
financial reports about stocks, they flee the market. 

In every part of the globe, if diversified investors do not have legal protection and 
accurate information, the market for stock is anemic. Firms must then raise their capital 
from bank financing. When banks lend, they want to control corporate decisions. 
Misleading financial reports may provide a short-term advantage to the company that 
cheats, but the cheating hurts the common good of all companies in the economy by 
raising the cost of equity capital or making it entirely unavailable. 

Cheating financial reports also steal from individual investors who rely in good 
faith on a company’s audited financial statements. Certified Public Accountants do not 
seem to understand the intensity of the justifiable anger of investors at losses they 
incurred because auditors taught their audited clients how to mislead the market. 

Auditors were supposed to have stopped the deception. It is imperative that the SEC’s 
auditor independence rules ensure that audited statements will not betray investors’ trust. 

The critical even sacred role of the accountant in the proper functioning of the 
stock markets and capitalist system means that an auditor firm must be zealously loyal in 
protecting the interests of investors. The auditor must always place investor protection 
above accommodating management goals. The interest of an auditor that thinks of itself 
as a fnend of management in provision of non-audit services inherently conflicts with the 
auditor’s responsibility to maintain the necessary zeal to audit the company on behalf of 
investors. The efficient market is the auditor’s true client. An auditor owes no duty to 
the audited firm, except insofar as enhancing the reliability of ail financial reports makes 
equity capital cheaper for all. 

As Chief Justice Burger, on behalf of a unanimous Supreme Court put it, 
the independent auditor assumes a public responsibility transcending any 
employment relationship with the client. The independent public accountant 
performing this special function owes ultimate allegiance to the corporation's 
creditors and stockholders, as well as to the investing public. This "public 
watchdog" function demands that the accountant maintain total independence 
from the client at all times and requires complete fidelity to the public trust, 
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He said further that “[i]f investors were to view the accountant as an advocate for the 
corporate client, the value of the audit function itself might well be lost."'^ 

There is no reason to define “independence” narrowly. The free competitive 
market will provide all the business advice that a client is willing to pay for. If CPA 
firms are prohibited from giving business advice, because they are cops, the competition 
will adjust quickly and good advice will still be available. There is no harm to the system 
in prohibiting the CPA from engaging in activities that might in fact be harmless to 
independence. Broad prophylactic prohibitions are appropriate. 

Sale of tax shelters or tax minimizing advice to the audited firms makes it 
impossible to maintain the necessary degree of skepticism about financial reports. No 
human being can be zealous in defeating the IRS for the benefit of the client on the one 
hand and maintain the necessary level of independent skepticism on the other hand. 

CPA sales of tax advice, moreover, put the CPA in the position of auditing his 
own product. For example, if KPMG with its consigliore hat on has sold the audited 
client a BLIP, then KPMG with its cop hat on can not be expected to say “we sold you 
bad product and you need to accrue and pay a tax liability.” No man is a proper judge of 
his own sleaze. The principle that a CPA can not judge its own product goes beyond the 
the product, narrowly defined. There were many products with names like “Son of Boss” 
or whatever, that relied on the assumption that the tax law would be dumb and blind and 
would fail to recognize real economic liabilities. KPMG having sold a client on the 
(mistaken) principle that real economic liabilities will be ignored for tax will not be 
properly hostile to that principle when it shows up in a tax shelter sold by another 
promoter. 

Auditing committees, formed under Sarbannes-Oxley to supervise the CPAs, are 
also going to need to take heed of the damage that tax shelters do to auditor independence 
under current law. An auditing committee that approves a CPA firm that is going to audit 
its own work or audit tax principles that it has sold to other public companies has 
breached its duties to the investing public. In my opinion, an investor who loses money 
in reliance statements that turn out to be incorrect that were audited by a CPA firm that 
compromised its independence should be able to recover personally from the members of 
the audit committee who approved the CPA. 

4. Remedies under the Bad Man theory. 

I suspect that there is no reason for KPMG to regret ever having sold BLIPs and 
other shelters. KPMG constructed and sold the BLIP and similar shelters and gave its 
opinion that they would work because it concluded, after careful deliberation, that the 
legal penalties it would face for wrong doing were less than the profitable fees it would 
make, when the penalties were discounted by time and by the considerable chance that 
KPMG would avoid penalties or avoid getting caught. Some observers have concluded 
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that the penalties, e.g., for failing to disclose potentially abusive tax shelters, are trivial.''' 
The fact that KPMG sold the BLIP is superb evidence that the penalties were not high 
enough to prevent the “flagrant disregard” of the anti-BIPS Notice. The Wall St. 

Journal has reported staff estimates that KPMG made $75 million dollars from sale of 
BLIPS and SC^.' ^ They clearly made the assessment that the discounted value of the 
penalties would be under $75 million, and I think they were right. 

KPMG is a “bad man” under Oliver Wendell Holmes, Jr.’s meaning of the term. 
Holmes has told us, famously, that the law must be written under the assumption that it 
will need to shape bad men: 

A man who cares nothing for an ethical rule which is believed and practiced by 
his neighbors is likely nonetheless to care a good deal about being made to pay 
money, and will want to keep out of jail if he can.'* 

We can not presume that the promoters who sell and give opinions on abusive or 
potentially abusive tax shelters have ethical feelings toward their Uncle Sam, that is, 
toward the U.S. or us. A system needs to be constructed under which it is in the objective 
interest of the promoters and opinion writers not to write erroneous opinions and not to 
sell transactions that fail to comply with the law as ultimately determined, even if they do 
not want to do that. Accuracy should be understood here as the amount that would have 
been required had all issues gone to final judgment after full litigation, but without the 
full litigation. It must be in the self interest of the promoters and opinion writers not to 
undercut the accurate reporting of tax and to tell their clients that it would be too 
dangerous to tolerate errors in tax on the down side. 

Unfortunately, as a matter of strict economics, the penalties needed to make it in 
the self interest of the bad man to report tax accurately are rather high. For example, if 
there is a 10% chance of an audit, a 20% chance of the auditor identifying the transaction, 
a 50% chance of a government lawyer with a good case surviving the hazards of 
litigation, then the chances of correction of the error are only 10%*20%*50% or 1%. The 
penalty necessary to make it in the interest of a bad man to report tax accurately with 
only a 1% chance of correction must be a no-fault penalty of 1 00 times the deficiency. 
The penalty of 100 limes deficiency is simple math, necessary to offset the 1/100 chance 
of its getting imposed.'^ Minor adjustments in the accuracy penalty, say from 20% to 
30%, are not going to do it. Nobody wants to impose the economically mandated penalty 
of a 100 times tax due for every error. The bad man is going to win this war. 

The alternative is to increase the audit rate, and to increase the education and 
talent of IRS auditors and lawyers. The IRS’ Office of Tax Shelter Analysis, for 


'* David Shurberg, David Gilberton & Bruce Larson, Failure to Comply with Tax Shelter Disclosure 
Regulations: What's at Stake?, 55 TAX EXEC. 135 (2003). 

Cd,sse\\\iTydit\-CQVt, KPMG Didn’t Register Strategy, Wall ST. J., Nov. 17, 2003 atC9. 

Oliver Wendell Holmes, Jr., The Path of the Law, 10 Harv. L. Rev. 457, 459 (1896). 

” The seminal work is Michael Allingham and Agnar Sandmo, Income Tax Evasion: A Theoretical 
Analysis, 1 1 J. OF PUB. ECON. 325 ( Nov. 1972). 
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example, is modestly staffed. It has seven program analysts, one manager and no 
attorneys,'* I doubt their total annual budget would cover the annual Holiday Parties for 
the Skunk Works factories they are competing against. We should be increasing the 
salaries of IRS officials to match those of the private sector against whom they are 
competing and we need more IRS officials. Jail time for underreporting tax also reduces 
the monetary penalty we would need to impose to keep the bad man in rein - 
professionals tend to be easily deterred. The penalty structure required by the bad man 
theory and neutral economics is rather higher than anyone wants to adopt, so we are 
looking for cheap remedies, to reach some better state of compliance. 

One remedy that might help some is to give the Federal Government a private 
right of action to go after promoters and opinion writers for the damage that they do to 
the tax system when their opinions prove to be in error and their shelters fail. Sometimes 
the taxpayer is caught and is solvent, so that the federal government is hurt only by the 
cost of catching the client taxpayer. Still, the government should be able to collect its 
auditing, litigation and collection costs if the promotion or the opinion caused it that 
unnecessary expense. A possible remedy, approaching the level required by the bad man 
or neutral economic theory level, would be to collect the tax lost from the opinion writer 
and promoter on failed shelters, even when the IRS collects the tax by deficiency against 
the client. That money would be a proxy for all the case that the IRS did not catch the 
client but should have. The Federal Government should also be able to turn over the suit 
for damages to aggressive plaintiffs lawyers for a reasonable fraction of the return. The 
plaintiffs’ lawyers need to go after the promoter’s houses and Cayman Island trusts. 
Sometimes the government is just not creative or aggressive enough in litigation. 

Before anyone dismissing the economic or bad-man theory penalties entirely, they 
also need to be aware of the extraordinary damage to the tax system which these shelters 
do. As Former IRS Commissioner Charles Rossotti stated at the time of his departure 
from office, the IRS is losing the war against tax cheats, especially the wealthiest and 
most sophisticated among them, because the IRS can not keep up with them. The 
majority of major tax cheats, he said, in some categories 80%, will be allowed to get 
away without paying their legal share.'’ 

I do not see any objective evidence for optimism better than view. KPMG was 
able to charge $75 million for its abusive BLIP and SC^ shelters because its customers 
avoided many times that amount in taxes. On my figures the real or effective tax rate that 
any corporation faces is not above 1 0%, as shown by the fact that the market for tax 
exempt bonds now allows any taxpayer to buy their way out of tax on capital by taking a 
1 0% reduction in interest paid. The market for tax exempt bonds is a thermometer that 
measures the health of the entire tax system. That thermometer tells us that the tax 


Sheryl Stratton, Inside OTSA: A Bird's Eye View of Shelter Central at the [RS. 100 TaX NOTES 1246 (Sept. 3, 
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system is in terrible shape.^® Congress, by its orderly process of law, has determined that 
the burdens of war and of government need to be distributed such that taxpayers better 
able to pay tax should pay tax at 35%. When Congress can in fact collect no more than 
2%-10% from its best sources, then worse sources --poor folk and middle class voters— 
have to make up the difference. Great nations fail because they let their tax system fall 
apart and this nation’s tax system is well on the way. 

We have a measure to monitor how the tax shelter wars are going. When the 
market for long-term tax exempt bonds shows that taxpayers are willing to forego interest 
on the order of 34-35% of fair market value taxable interest, then we will know that we 
are doing a pretty good job across the economy. But we are a very long way from that 
level of compliance. 


Calvin H. Johnson, A Thermometer for the Tax System: The Overall Health of the Tax System as 
Measured by Implicit Tax, 56 SMU L. Rev, 1 3, 23 (2003)(showmg that maximum real tax rate has been 
between 1 1% and 2% over the last 5 years). 
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PREPARED STATEMENT OF JEFFREY EISCHEBD, 
PARTNER, PERSONAL FINANCIAL PLANNING, 
KPMG LLP, ATLANTA, GEORGIA 


NOVEMBER 18, 2003 

Representatives of KPMG are here today at the Subcommittee’s invitation to discuss the tax 
services offered to KPMG clients in the past. Our representatives are prepared to provide the 
Subcommittee information regarding these complex tax strategies. 

KPMG would like to take the opportimity to place this issue into an appropriately broader 
context. 

There are four main points the firm would like to call to your attention: 

1 . The tax strategies being discussed today represent an earlier time at KPMG and a far 
different regulatory and marketplace environment. None of the strategies — nor 
anything like these tax strategies — is currently being presented by KPMG. 

2. The strategies presented to our clients in the past were complex and technical, but were 
also consistent with the laws in place at the time, which were also extremely complicated. 

3. The strategies did undergo intensive and thorough review at KPMG — a review process 
that resulted in vigorous, sometimes even heated, debate internally. 

4. KPMG understands that the regulatory environment and marketplace conditions have 
changed. This understanding has led to significant changes within KPMG over the past 
three years from a policy, procedural, operational and structural perspective, and we are 
anxious to continue to demonstrate our commitment to improved clarity and fairness in 
the tax laws. 

We would like to elaborate on each of these points. 

First, the tax strategies that the Subcommittee will review were all presented by KPMG 
under regulatory and marketplace conditions that now do not exist. None of the strategies are 
currently being presented by KPMG — nor do we today present any aggressive tax strategies 
specifically designed to be sold to multiple clients, like FLIP, BLIPS, OPIS and SC2. 

The tax strategies under examination by the Subcommittee were presented offered at a time 
when the U.S. economic boom was creating unprecedented individual wealth. That wealth 
generated demand for tax advice aimed at achieving tax savings. All major accounting firms, 
including KPMG, as well as prominent law firms, investment advisors and financial institutions 
offered tax advice, including these types of tax strategies, to clients. 
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KPMG responded to this highly competitive environment by presenting clients with 
strategies that could provide tax and non-tax benefits, and helping them implement those 
strategies. As you will hear at the hearings today and on Thursday, other firms often provided 
investment advisory and other non-tax services in connection with these transactions. All of 
these relationships were consistent with legal and professional requirements. 

Second, it is true that these strategies were complicated and that the tax consequences turned 
on careful and detailed analyses of highly technical tax laws, regulations, rulings, and court 
opinions. But all of these tax strategies were consistent with the laws in place at the time and 
still applicable today. 

It is important to note that no court has found them to be inconsistent with the tax laws and, 
in some cases, the IRS has agreed that taxpayers should be allowed to retain a portion of the tax 
benefits they claimed as a result of implementing a strategy. 

For all of the strategies being reviewed by the Subcommittee, KPMG provided our clients 
with a “more likely than not” opinion as to their tax consequences. In other words, we informed 
our clients that based on the facts and actions they took, they would have a “more likely than 
not” — or a greater than 50 percent — chance of prevailing if the IRS challenged the transaction. 

The tax laws are complicated and often times ambiguous and unsettled. As a result, KPMG’s 
opinions regarding these tax strategies were long, detailed and technical. Our clients were 
advised about how the timing of a transaction might affect their tax situation in any given year. 
They were also told that, in addition to a possible tax benefit, the law required a transaction to 
have a business purpose, profit, charitable or other non-tax motive. They were required to 
provide us with representations to that effect. 

All of our clients were sophisticated and typically had their own attorneys, accountants and 
investment advisors. In each step of the process, KPMG made it very clear to the clients that 
they were undertaking complex transactions on which the law was ambiguous and often had not 
been clarified by either the IRS or the courts. 

Our third point is that, because we understood that these tax strategies might be subject to an 
IRS challenge, KPMG put them through a rigorous review process before they were approved 
and offered to clients. That process was thorough, detailed and independent. After mid-1997, 
both KPMG’s Washington National Tax (“WNT”) and Department of Professional Practice — 
Tax (“DPP”) groups were involved in reviewing whether KPMG could provide a “more likely 
than not” opinion on these strategies before they were presented to multiple clients. The tax 
strategies also underwent very careful analysis of the IRS requirements for registering tax 
shelters in effect at the time. 

Many tax partners with different areas of expertise participated in the review process. That, 
combined with the fact that we were dealing with a “more likely than not” opinion, is the reason 
there was a lively debate among partners over the interpretation and application of tax laws, 
regulations, rulings and opinions. It is also why it sometimes took many months for KPMG to 
review and approve or reject a strategy. Many of the materials provided to the Subcommittee 
document this lively internal debate. 
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Lastly, we understand that the regulatory environment and marketplace conditions have 
changed, and that we have had to change too. The manner in which we marketed some tax 
strategies, like SC2, to multiple clients is not something we do or would do today. 

In recent comments, Senator Levin has pointed to telemarketing of aggressive tax strategies 
as a prime example of questionable practices. KPMG did make “cold calls” to potential clients 
in connection with the SC2 strategy. While these calls were intended only to pre-screen S- 
corporations to determine if they were suitable for an SC2 presentation, we agree in retrospect 
that they reflected poor judgment. 

We want the Subcommittee to know that KPMG has also carefully, thoroughly and pain&lly 
examined — and reexamined — the past tax practices and policies of our firm. This 
introspective review has led to a number of substantial and meaningful changes over the past 
several years at KPMG. 

We have learned important lessons from the past practices of our firm and the tax services 
profession. First and foremost is that we must hold the conduct of everyone in KPMG to the 
highest and most rigorous standard. Today, the standard by which we judge that conduct is 
whether any actions could in any way risk the reputation of the firm or our clients. If it could, 
we will not do it. Our reputation, our integrity and our credibility are simply too important to put 
at risk. 

Some of the more significant changes and new procedures in place at KPMG include: 

1. We have substantially changed KPMG’s tax services and offerings . Today, KPMG offers 
our clients tax services that are tailored to address their distinct business objectives and tax 
planning needs. We no longer present or implement aggressive tax strategies specifically 
designed to be sold to multiple clients, like FLIP, BLIPS, OPIS, and SC2. The look-alike tax 
strategies provided on a large scale to clients in the past have all been discontinued. Additionally, 
KPMG does not and will not accept any new engagements for advice and opinions on tax 
shelters that have been listed and deemed abusive by the IRS. 

2. Over the oast three years. KPMG has developed an increasingly more rigorous and 
formal review and oversight procedure within our tax practice . All tax strategies must undergo 
three levels of review and approval. 

First, we have created the new position of Partner in Charge of Tax Risk and Regulatory 
Affairs. This partner analyzes each tax strategy proposed by the firm to determine if it could in 
any way put KPMG and our clients at risk. 

The Partner in Charge of our Washington National Tax practice must sign off on the 
technical merits of all significant tax strategies. 

Finally, the Department of Professional Practice - Tax reviews ail tax strategies to ensure 
that they are in compliance with the firm’s policies and procedures. 

Each of these partners has veto power over any tax strategy proposed. If any tax strategy 
puts KPMG or our clients at risk, is not technically correct and defensible or is inconsistent with 
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KPMG’s policies or procedures, it will not be approved. All of these partners also operate 
independently from our tax operations and business development functions. 

3. We have also revised our procedures with respect to list maintenance and registration 
obligations under the Internal Revenue Code . In early 2000, KPMG established the Practice 
Procedure and Administration group in Washington National Tax as the contact point for 
analysis of disclosure, list maintenance and registration issues. KPMG’s procedures and training 
programs have been updated continuously since that time, tracking developments in the law and 
fine tuning our compliance processes. 

4. Many of the practices and positions responsible for developing past tax strategies are no 
longer part of the firm . In 2002, two practices in particular, Stratecon and Innovative Solutions, 
were eliminated. These practices were responsible for developing tax strategies specifically 
designed to be presented to multiple clients. Many of the partners who were part of these 
practices are no longer with the firm. We have also abolished positions such as National 
Deployment Champions and Area Deployment Champions, which were charged with marketing 
these tax strategies to our clients. We also eliminated the Tax Innovation Center, which was 
responsible for marketing look-alike tax strategies designed to be sold to multiple clients. 

5. Our tax training program now focuses on technical developments rather than marketing 
strategies . We have discontinued weekly tax partner calls, training programs and other activities 
that focused on marketing tax services. Tax partner calls and training now concentrate on 
changes in the law and technical tax developments. 

6. In 2002, KPMG implemented a firmwide Compliance and Ethics Hotline . This hotline is 
designed to encourage anyone within KPMG to report their concerns about any potentially 
unethical, improper, or illegal conduct within the firm. In addition to the confidential hotline, 
longstanding charmels of communication are available to our employees, including our network 
of professional practice partners, Area Risk Management partners, the Office of General 
Counsel, and the Department of Professional Practice. 

7. We have nut in place more stringent rules about offering tax services to executives at our 
SEC-audit clients . As you know, consistent with the Sarbanes-Oxley Act, the Audit Committees 
of our SEC-audit clients must pre-approve all services provided by KPMG to the company, 
including tax services. We have also applied this discipline to tax advice offered to executives of 
SEC-audit clients. We disclose to the Audit Committees of these clients the names of the 
executives who receive personal tax services from KPMG, regardless of whether the company or 
the executive is paying for them, and require Audit Committee approval for certain types of 
transactions and services to executives. Where oru audit client has a more restrictive policy, we 
scrupulously abide by it. 

8. We are constantly looking at additional steps we can take to improve and enforce 
compliance with these nolicies and practices . We encourage anyone at KPMG — partners or 
staff — to bring to our attention immediately any practices or policies that are inconsistent with 
these guiding principles and procedures. We also encourage everyone at KPMG to provide 
suggestions to us on any additional policies or procedures that would help ensure that we are 
providing the highest quality tax services and advice to our clients. 
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We believe that our tax advice was sound. But we realize that it is not enough for KPMG to 
come before the Subcommittee and say we stand behind the technical compliance of the tax 
services we provided. With these policies and procedures in place, KPMG is confident that the 
past practices involving tax strategies would not happen at the firm today. 

KPMG takes seriously our responsibility to restore confidence and trust in the accounting 
profession. We want to work with Congress — as well as the IRS and other policymakers — as 
you consider sound and responsible approaches to better define what tax strategies are allowable 
under the law and to further strengthen the enforcement of the tax code, including increased 
resources for the IRS and improved coordination among regulatory agencies. 

Thank you. 
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Chairman Coleman, Ranking Member Levin, and Members of the Subcommittee: 

My name is Rick Berry and I am the Senior Tax Partner ofPricewaterhouseCoopers LLP.' 
I am privileged to be entrusted by my partners with the leadership and direction of our 
Firm’s Tax practice within the United States. 

There has been a significant amount of concern expressed in recent years about tax shelters 
by tax administrators, regulators and legislators, including this Subcommittee. I welcome 
the opportunity to share with you the significant changes we at PricewaterhouseCoopers 
have made in our Tax practice to deal with these issues and better serve our clients. 

Our Tax practice in the United States is comprised of over 6,500 professionals. Through 
their efforts, we assist our clients with a variety of complex tax issues. We provide a full 
array of federal, foreign, state and local tax services to large multi-national corporations, 
middle market companies and individuals. These services range from preparing individual 
tax returns to advising large multi-nationals on mergers and acquisitions. Our approach is 
to develop long-term relationships with our clients and to serve each of them as a trusted 
advisor, providing specific services to match their individual circumstances and needs. 


' “PricewaterhouseCoopers” refers to the network of member firms ofPricewaterhouseCoopers International 
Limited, each of which is a separate and independent legal entity. PricewaterhouseCoopers LLP refers to the 
member firm conducting business in the United States. 
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Our tax practice has evolved considerably over the past few years, especially in the area of 
interest to this Subcommittee, tax shelters. In the 1990’s there was increasing pressure in 
the marketplace for firms to develop aggressive tax shelters that could be marketed to large 
nimibers of taxpayers. This had not been a traditional part of our tax practice, but 
regrettably our firm became involved in three types of these transactions between 1997 and 
1999. The individual transactions are described below. Although the total number of 
transactions that were done by our firm was limited to 76 over a three-year period, we 
acknowledge that we should not have done any. Since late 1999, we have taken strong 
action to prevent our involvement in transactions like these again. 

Foreign Leveraged Investment Program (FLIP): This was a complicated structured 
transaction designed to take advantage of special attribution rules to shift basis fi-om a tax 
indifferent party to a U.S. tax party, thereby enabling an investor to shelter income or claim 
a significant loss. In 1997 and 1998, we participated in 12 and 38 FLIP transactions, 
respectively. In 1999, we withdrew from the seven transactions then in progress and 
refunded our fees. Since then, we have not done any of these transactions. 

Contingent Deferred Swap (CDS): This was another complicated structured transaction 
involving the use of debt instruments to generate interest deductions and create an 
opportunity to convert ordinary income into capital gains. In 1998 and 1999, we 
participated in 1 1 and 1 5 CDS transactions, respectively. Since then, we have not done any 
of these transactions. 
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Bond and Options Sales Strategy (BOSS): This was the largest of these three strategies. It 
was designed to shelter gains through a complex series of sale, loan and dividend 
arrangements. In 1999, there were approximately 120 of these in progress. In late 1999, our 
firm shut down all of these and refunded all of our fees. None of these transactions were 
ever completed. Since then, we have not done any of these transactions, nor any of its 
successors. 

In late 1999, the firm decided to get out of this business. The factors leading to this 
decision included damage to our business reputation, embarrassment caused to our clients, 
people and firm, the changing regulatory environment, and a desire among our partners to 
focus on our core tax business. As a result, we disbanded the group of approximately ten 
professionals who were responsible for the development and marketing of these 
transactions. 

A positive consequence of this experience was our development of a comprehensive 
quality review program and its implementation in 2000. The purpose of this program is to 
prevent our participation in abusive tax shelters and to ensure that we provide the highest 
quality advice to our clients. Significant resources have been committed to a quality and 
risk management group that is independent of any business unit and reports directly to the 
leader of the Tax practice. This group is tasked with developing quality and review 
procedures to ensure that we do not get involved in the types of transactions previously 
described. 
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This group is centralized with representatives embedded throughout our organizational 
levels (national, regional, and business unit). The function includes six full-time partners, 
supporting staff and an additional eight partners spending significant amounts of time in 
this activity. Under the procedures established by this group, all of our tax related services 
must go through a quality review. 


The quality review process is comprehensive and has differing levels of review depending 
upon the complexity of the issues involved. Even the most routine of our tax services are 
reviewed, often by a second partner. In most instances, the second partner is required to be 
a technical expert in the subject matter in question. When multiple tax issues are involved, 
there will be participation by multiple subject matter experts in the technical and business 
analysis. If the advice to be rendered is considered a third party opinion, then an additional 
review is undertaken by a national quality and risk management partner. 

If the strategy involves a tax planning idea with potential applicability to more than one 
client, the strategy will undergo a significant review under procedures in place since 2000. 
The procedures begin with a required description and technical analysis, review and 
support by appropriate specialists, and a qualification review by a quality and risk 
management partner and a member of the Tax leadership. If these conditions are satisfied, 
the idea must still be unanimously approved by a committee of experts. Finally, if the 
committee approves the strategy, it will be resubmitted to Tax leadership for a final 
assessment as to whether it should be disseminated to the practice. 

Since 2000, we have also worked with the IRS to address issues relating to the registration 
and list maintenance requirements of the tax law. In June 2002, our firm entered into a 
closing agreement with the IRS and made a settlement payment. Additionally, we agreed 
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to an IRS review of all of the ideas we have broadly disseminated and the IRS has not 
found any of them to be subject to the registration and list maintenance rules. Moreover, 
we provided the IRS with our quality control procedures for their review and we were told 
by the IRS that our procedures were comprehensive, thorough, and effective. We continue 
to cooperate with the IRS and fully abide by the terms of our agreement. 

Our experience almost four years ago served as a wake up call to the Tax practice. Our 
partners were adamant that we get out of this business immediately. We shut down the 
largest transaction and returned all of our fees. We settled with the IRS. We implemented 
comprehensive quality control procedures to ensure that the firm would never again be 
engaged in the marketing and development of potentially abusive tax products. As a firm, 
this was the best thing that could have happened to us. We acknowledge our actions and 
we have learned from this regrettable mistake. 

Thank you for the opportunity to appear before you today and to share our experiences 
with you. 1 look forward to answering any questions. 
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Written Statement of Mark A. Weinberger 
Vice Chair - Tax Services 
Ernst & Young LLP 

Senate Permanent Subcommittee on Investigations 
November 18, 2003 


My name is Mark Weinberger. I am submitting this statement on behalf of Ernst & 

Young LLP as a partner of the firm. I joined the firm as Deputy Vice Chair - Tax 
Services in May 2002 and have served as the firm’s Vice Chair - Tax Services since 
April of this year. I appreciate the opportunity to participate in addressing the important 
matters being considered by your Subcommittee. 

The subject of tax shelters is complex, and the complexity begins - but certainly does 
not end - with the definition of what constitutes a tax shelter. The T reasury 
Department, Internal Revenue Service, courts, lawyers, and other practitioners have 
wrestled with the definition again and again. I am not going to try to either recount or 
settle those debates today. When I discuss tax shelters today, I am referring to tax 
products that have been wideiy marketed and are intended to generate tax benefits 
substantially in excess of any anticipated economic or business benefits, generally to 
shelter the taxpayer’s income from other sources. Beginning in the mid-1990s, these 
products were marketed with increasing frequency by investment banks, law firms, 
financial service firms, and other professional service firms - including ours. 

The stock market boom and the proliferation of stock option awards in the 1990s 
created an unprecedented number of individual taxpayers with large gains and 
significant potential tax liabilities. Initially, in an effort to be responsive to client needs, 
we and other firms looked for legitimate and appropriate tax planning ideas to meet their 
needs. Perhaps reflecting the tenor of the times, these efforts rapidly evolved into 
competitive and widespread rharketing of those ideas. 

Selling and marketing are an essential part of any business, but we should not allow 
any part of our tax practice, no matter how small, to be dominated by a "sales 
mentality." Our past involvement in the type of activities that are the focus of the 
Subcommittee's attention is not reflective of our - and we believe your - expectations of 
our role as professionals. Ernst & Young has more than 23,000 employees in the 
United States. That number includes more than 6,000 tax professionals who provide a 
wide range of tax services to our more than 22,000 tax clients. The revenues derived 
from the work under scrutiny by the Subcommittee never accounted for more than one- 
half of one percent of our firm’s revenues. Our core tax practice was, and is, assisting 
our clients in their efforts to comply with the tax law and reduce their tax liability in a 
manner that is appropriate and consistent with the tax law. We are committed to doing 
business in ways that embody the highest professional standards. 

To make sure that we stay true to who we are as a firm, we have implemented a host of 
policy, procedural and organizational refonns designed to create the highest quality 
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professional environment, in addition, we have entered into a settlement agreement 
with the Internal Revenue Service regarding tax shelter registration and list 
maintenance requirements. And, we have disbanded the group that had been involved 
in developing and marketing the tax products of the type at issue. This has nothing to 
do with the merits of past transactions; it has to do with what we want to be as a firm. 

We have made a number of organizational changes that are relevant in the context of 
this hearing. Ernst & Young has: 

• Established a new high-level and full-time position - Americas Director for Tax 
Quality - to help ensure that the firm maintains the highest possible standards of 
practice, policy, and procedures: 

• Established Tax Technical Review Committees for each of our key functional 
areas in tax to provide detailed technical reviews of significant issues and help 
assure consistency in interpretation of the tax law; 

• Established a new Tax Review Board, with members that include senior 
executives from outside the tax practice, to provide a firm-level view with respect 
to tax practices, services and relationships; and 

• Established a new tax practice “hotline” to allow employees to provide 
anonymous input about any tax-related matter. 

The Americas Director for Tax Quality, the Tax Technical Review Committees, and the 
Tax Review Board have many different responsibilities and bring different skills to bear. 
Qne of their common responsibilities is to provide the appropriate levels of review to 
ensure that we do not engage in activities inconsistent with our professional goals. 

In addition to our most recent initiatives, we continue to adhere to our policies under 
which we do not recommend transactions that have been listed by the IRS as potentially 
abusive tax shelters or are “substantially similar.” Furthermore, we do not enter into 
confidentiality agreements related to tax services. 

With regard to our audit clients, Ernst & Young has implemented policies that go beyond 
the requirements imposed by the Sarbanes-Oxley Act and the SEC independence rules. 
While SEC rules require “careful scrutiny” by audit committees for certain types of 
transactions, we have gone further and will simply not recommend such transactions to 
clients. Additionally, we will not provide any tax services to executives of our SEC 
registrant audit clients unless the client’s audit committee has specifically approved the 
services, even if the executives are paying for the services themselves. 

Finally, as part of our efforts to move forward, earlier this year Ernst & Young executed 
a Closing Agreement with the Internal Revenue Service that resolved an examination of 
our tax shelter registration and list maintenance compliance. A key aspect of that 
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agreement is our commitment to implement a Quality and Integrity Program to promote 
the highest standards of practice and ongoing compliance with laws and regulations. 

As part of the Quality and Integrity Program, Ernst & Young: 

• Has implemented a comprehensive centralized process to capture, analyze, and 
maintain information for assessing our list maintenance and registration 
obligations. 

• Has provided for a firm-wide review of the application of the rules in registration 
determinations by a “national review staff.” 

• Will perform audits of compliance with our program at least annually. 

• Will require, at least annually, certification by our professionals that they have 
complied with the registration and list maintenance requirements. 

IRS Commissioner Mark W. Everson referenced our Closing Agreement in his 
testimony before the Senate Finance Committee on October 21 , 2003: 

“We are pleased that Ernst & Young has cooperated fully with the IRS in 
resolving these matters. This represents a real breakthrough and is a good 
working model for agreements with practitioners." 

In closing, we believe these initiatives, individually and collectively, will foster the 
highest standards of professionalism within Ernst & Young. We believe these policies 
are the right course for our firm and our clients. 

That said, in the years ahead, there surely will be disagreements between the Internal 
Revenue Service and taxpayers. Our tax laws are enormously complex and there is 
more than ample room for disagreement on any number of issues. Where the Service 
and taxpayers differ, those differences should reflect (on both sides) open, fair, and 
honest disagreement over well-reasoned and good-faith interpretations of the rules as 
applied to the particular taxpayer's facts and circumstances. 

Let me assure you that we know who we are and where we want to be. We have taken, 
and are taking, numerous steps to ensure that quality and professionalism are the 
touchstones for everything we do. 

In conclusion, let me say that we have enjoyed an open, cooperative and constructive 
working relationship with both Majority and Minority staff, and I look forward to 
responding to your questions. 
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INTRODUCTORY REMARKS OF THOMAS R. SMITH. JR. 

Before the Permanent Subcommittee on Investigations 
U.S. Senate Committee on Governmental Affairs 
November 20, 2003 

Thank you Mr. Chairman, Senator Levin and Members of the Subcommittee. 

My name is Tom Smith. 1 am a partner of the law firm of Sidley Austin Brown & 
Wood, and I am pleased to answer your questions today, to the extent I can. I joined Brown & 
Wood in 1963, and have spent my career as a securities lawyer. I am not a tax lawyer. From 
1996 to the May 1, 2001 merger of Brown & Wood and Sidley & Austin, I was the Managing 
Partner of Brown & Wood, 

Mr. Chairman, our firm wants to cooperate with the Subcommittee to the 
maximum extent it can. The area of tax work that brings us here today is an area that our firm no 
longer participates in. Unfortunately ray personal files on these matters were lost in the 
destruction of our office in the World Trade Center, and Mr. R.J. Ruble, the person at our firm 
most knowledgeable about these matters, is not available to you or us. Thus, we are limited in 
the information we can provide. 

Mr. Ruble is no longer a partner of the firm. He was expelled from the 
partnership on October 24, 2003 for activities in violation of the partnership agreement - that is, 
for accepting undisclosed compensation and for refusing to explain his conduct to the firm. As a 
result, we are not confident that the information Mr. Ruble has given to us in the past - and upon 
which we have relied - is accurate, and we have so advised the Committee staff, the Internal 
Revenue Service, and other interested parties. 
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That said, let me tel! you a bit about the tax practice at Brown & Wood. Of the 
approximately 10 tax partners at Brown & Wood before the merger, Mr. Ruble was virtually the 
only one who engaged in this practice, although he consulted with others on discrete issues. At 
the time Mr, Ruble began providing concurring opinions to individual taxpayers. Brown & 

Wood had an opinions committee and expected partners to seek the advice of that committee, or 
of their colleagues at the firm, on novel or unsettled legal issues. In addition, Brown & Wood 
required approval of tax opinions by a second tax partner. After the merger, the firm maintained 
and expanded the size of the opinion committee, and further enhanced its policies in this area. 
The purpose of this policy was to help ensure the quality and consistency of tax advice provided 
by the firm and to provide an electronically maintained library of tax opinions that all tax 
lawyers could access. No set of procedures will stop an individual from acting improperly if he 
or she is unwilling to abide by the rules of our profession and to engage in blatant acts of deceit 
and concealment. Nonetheless, we have hired a tax attorney whose principal responsibility is to 
monitor our internal procedures and our compliance with evolving requirements of the IRS, 

Prior to the merger of Brown & Wood and Sidley & Austin, and as part of the 
transition planning, it was decided that the combined firm would stop providing individual tax 
opinions that this Committee is considering and would re-orient the tax practice to the corporate 
transactional work that was central to both firms’ practices. This action reflected the decision of 
Brown & Wood and the combined firm to redirect the efforts of the firm to our core tax work 
and did not, and does not, reflect on the quality of the work performed earlier. I understand that 
no court has decided that Mr, Ruble's tax opinions were wrong, much less rendered in bad faith. 

Although Mr. Ruble confirmed that he had stopped issuing opinions of this type, 
the firm discovered that additional opinions had been issued after the merger. Mr, Ruble said 
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those opinions were “the last in the typewriter” and were being rendered because he had pre- 
merger commitments to provide them to clients. He was told to stop issuing any such opinions; 
he assured the firm that he had stopped. In fact, he lied to us, evaded the controls we had in 
place and breached the trust we reposed in him. 

We had and have procedures in place designed to ensure that all of our lawyers - 
partners, associates and others - act in compliance with applicable laws and the highest ethical 
standards. In a law partnership, the effectiveness of procedures of this sort is highly dependent 
upon the trustworthiness of our partners. 

Both Sidley Austin Brown & Wood and I personally want to thank you for the 
open, cooperative and professional treatment we have received from both the Majority and 
Minority staff 
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VIA FEDERAL EXPRESS 

The Honorable Norm Coleman, Chairman 

The Honorable Carl Levin, Ranking Minority Member 

Permanent Subcommittee on Investigations 

Committee on Governmental Affairs 

United States Senate 

Washington, D.C. 20510-6250 

Dear Messrs. Coleman and Levin: 

The following responds to the three questions raised in your letter to me of 
November 6, 2003 concerning the hearings you are holding on the development, marketing, and 
implementation of tax products designed to be sold to multiple clients. You indicated that you 
intend to focus in particular on the Bond Linked Issue Premium Structure (BLIPS), the Offshore 
Portfolio Investment Strategy (OPIS), and the Foreign Leveraged Investment Program (FLIP), as 
well as the S-Corporation Charitable Contribution Strategy (SC2). I have no knowledge of the 
latter transaction. However, you asked me three questions concerning the other three 
transactions. I cannot, of course, ethically disclose confidential information acquired in 
connection with representation of clients. I can, however, respond to your questions without 
disclosing client confidences, and my responses are as follows; 

1 . Sutherland Asbill & Brennan LLP (“SAB”) has had no involvement in the 
development, marketing or implementation of the transactions that your letter of November 6, 
2003, refers to as FLIP, OPIS and BLIPS. Nor did SAB prepare, comment on, or have anything 
to do with any legal or tax opinions that may have issued in connection with these transactions. 
SAB does represent individual taxpayers in controversies arising out of audits by the Internal 
Revenue Service (the “IRS”) with respect to transactions that the IRS has characterized as within 
that described grouping. 

These taxpayers engaged SAB long after they had entered into these transactions. 
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The Honorable Norm Coleman, Chairman 
The Honorable Carl Levin, Ranking Minority Member 
November 18, 2003 
Page 2 of 2 


2. SAB has represented the major accounting firms in connection with 
lawsuits filed against those firms, none involving any of the transactions described above. SAB 
has never represented any accounting firm in any litigation or other controversy involving any 
such transaction. Our representation of accoimting firms in matters unrelated to these 
transactions and of individual clients in tax controversies concerning these transactions thus 
would not give rise to any conflict of interest. 

Whenever SAB and a prospective client discuss representation in a matter that 
could involve an accounting firm whom we represent in unrelated matters, it is the firm’s policy 
to inform the prospective client that we represent the accounting firm and that we could not 
accept a representation related to any claim against the accounting firm. 

3. In representing clients, SAB acts in conformity with all professional and 
legal requirements. SAB does not “negotiate” mass settlements with the IRS. The IRS will not 
negotiate global resolutions. It will, however, listen to arguments made on behalf of clients. The 
IRS then makes its own decision as to whether it will offer a global settlement and, if so, what it 
will be. 

Very truly yours, 

N. Jerold Cohen 

NJC/mjr 
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STATEMENT OF WILLIAM BOYLE 

TO THE U.S. SENATE PERMANENT SUBCOMMITTEE ON 
INVESTIGATIONS 

OF THE COMMITTEE ON GOVERNMENTAL AFFAIRS 
November 20, 2003 


Chairman Coleman and Ranking Member Levin and members of 
the Committee, thank you for inviting me today. 

My name is William Boyle. I am a former employee of Bankers 
Trust. I joined Deutsche Bank when it acquired Bankers Trust. I 
left Deutsche Bank two years ago and am now an independent 
consultant. 

I welcome the opportunity to speak today about a transaction 
called BLIPS. The subcommittee requested that I appear for an 
interview, which I was pleased to do last week. The subcommittee 
also requested that I appear today to testify, and I am pleased to do 
so voluntarily. 

Mr. Chairman, I was not involved in BLIPS at its inception. The 
BLIPS transaction was first proposed to Deutsche Bank in early 
1999. Deutsche Bank played a banking role in the BLIPS 
transactions. My personal involvement in BLIPS began around 
June of 1999 when I became a vice-president in the structured 
transactions group of Deutsche Bank. 
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BLIPS was developed for clients of KPMG, an accounting firm. I 
understand it was designed by KPMG or Presidio Advisers, an 
SEC-registered investment advisor, or both. 

BLIPS involved an interest-rate swap and investments in foreign 
currency option contracts and foreign and domestic fixed income 
securities. As part of BLIPS, Deutsche Bank issued to investors 
approximately 56 loans from September 1999 to October 1999. 

The total issue price (the stated principal amount plus premium) of 
these loans was approximately $7.8 billion. The average size of 
the loan issued to the BLIPS investor by the bank was 
approximately $139 million. 

The bank lent money to the investors, and it executed transactions 
as directed by the investors’ investment advisors. As a major 
global bank, Deutsche Bank was able to provide financial services 
for such transactions. These services included providing large 
loans, custody services, foreign exchange option trading, and 
interest rate derivatives. 

The transactions were not designed by Deutsche Bank. The bank 
did not present BLIPS to investors - or in any other way market, 
sell or promote it. Deutsche Bank did not provide any tax advice 
to any of the investors. Nor did the bank discuss with any investor 
any potential tax benefits of the investment. 

Deutsche Bank took several risk-management steps to assure that 
its actions in the BLIPS transactions were limited to its role as the 
executor of the financial transactions. Let me summarize those 
actions: 

First, before making the loans, Deutsche Bank conducted an 
internal review process. The internal groups that reviewed the 
bank's provision of services were Deutsche Bank Private Banking, 
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Global Markets, Tax, Legal, Credit Risk Management, Treasury 
and Compliance. 

Second, each of the BLIPS investors agreed in writing that 
Deutsche Bank had not provided them with any tax, legal, 
investment or other advice, and that they had received such advice 
from expert professionals. One paragraph of that agreement read: 
"You have been independently advised by your legal counsel and 
will comply with all Internal Revenue Laws of the United States." 

Third, the bank received written representation letters from 
KPMG, Presidio and each investor that described the limited scope 
of Deutsche Bank's involvement in the BLIPS transactions. This 
was done so that there would be no misunderstanding. 

Fourth, Deutsche Bank consulted with a prominent outside, 
independent law firm for its counsel. The law firm drafted and 
reviewed the transactional documents pertaining to the bank. It 
also provided Deutsche Bank with a legal opinion, which has been 
provided to the committee. This opinion concluded, among other 
things, that Deutsche Bank was not a promoter or organizer of the 
BLIPS transactions — and that Deutsche Bank had no 
responsibility to register the transactions as tax shelters. 

Regarding the tax treatment, Deutsche Bank understood that the 
BLIPS transactions involved potentially favorable federal income 
tax benefits that could be claimed by the investors. 

In discussing the tax issues, it is important to describe the role of a 
bank. Deutsche Bank provides banking services for a transaction. 
As such, it is not customary or appropriate to provide legal or tax 
advice to its clients. Nor is it customary or appropriate to 
determine in advance whether a client's tax position will later be 
sustained. Historically, that is not a role banks are authorized to 
play. 
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Deutsche Bank's role as the executor of the financial transactions 
meant that the determination of whether the investors' tax position 
would be sustained was outside of its banking role. Such a 
determination was the appropriate responsibility of the investors’ 
lawyers and accountants. However, Deutsche Bank carefully 
considered its involvement in BLIPS and sought independent legal 
advice that it was complying with its responsibilities. 

Mr. Chairman, that concludes my oral statement. I would be 
pleased to answer questions. 


### 
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SUBMISSION BY DEUTSCHE BANK AG 
TO THE U.S. SENATE PERMANENT SUBCOMMITTEE ON INVESTIGATIONS 
OF THE COMMITTEE ON GOVERNMENTAL AFFAIRS 


November 20, 2002 


You have requested that William Boyle appear before this Committee and Mr. Boyle has 
agreed to make himself available and to provide an oral statement and answer questions 
posed by the Committee. Mr. Boyle is a former vice president with Banker's Trast who 
joined Deutsche Bank at the time that company was acquired. Mr. Boyle is now an 
independent consultant. 

In a letter on November 6, 2003, to Deutsche Bank, the Committee asked nine questions 
regarding the development, marketing and implementation of certain tax products. We 
welcome the opportunity to address those questions. 

This submission specifically addresses two products — one named Bond Linked 
Issue Premium Structure, which was called BLIPS, and its predecessor. 

Offshore Portfolio Investment Strategy, or OPIS. Mr. Boyle's personal involvement in 
BLIPS began in June 1999. Mr. Boyle had no involvement in the OPIS transactions. 

At the outset, it is important to describe Deutsche Bank's limited role regarding these 
two transactions. Deutsche Bank did not design, market, sell or promote either the OPIS 
or BLIPS transactions. Deutsche Bank's role instead was limited to providing ordinary 
banking services. 

The bank's involvement in the OPIS and BLIPS transactions involved financial 
activities performed by the bank in the ordinary course of business. That is, the bank's 
role was limited to executing the financial transactions as a lender, and as a counter party 
to certain financial instruments. Put in simple terms, the bank lent money to the investors 
and executed transactions as directed by the investors' investment advisors. Deutsche 
Bank was not an investor in BLIPS or OPIS. 
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Background 

It may be beneficial to the Committee to have some background about how these two 
transactions came about. Deutsche Bank was approached by KPMG, one of the world's 
pre-eminent accounting firms, and Presidio Advisors LLC, an SEC registered investment 
advisor, to provide financing and trade execution for the OPIS and BLIPS 
transactions. 

Deutsche Bank made a loan to each OPIS and BLIPS investor. OPIS involved the 
purchase of Deutsche Bank common stock and equity derivatives. The BLIPS 
transaction involved an interest-rate swap and investments in foreign currency option 
contracts and foreign and domestic fixed income securities. 

Focusing on BLIPS, a foreign exchange investment program, will help explain 
Deutsche Bank's role. As a major global bank, Deutsche Bank was approached 
because it can provide varied, complex and sophisticated financial services 
on highly structured transactions including those involving international foreign 
exchange transactions. In these cases, Deutsche Bank was able to provide a large loan, 
custody services, foreign exchange option trading, and interest rate derivatives. 

The OPIS and BLIPS transactions were designed and developed by KPMG and/or 
Presidio Advisors for KPMG clients as part of a Presidio investment 
program. Deutsche Bank played no role in designing the programs. And 
Deutsche Bank did not present them to investors — that was the role of KPMG 
and Presidio. 

Before executing the financial activities associated with OPIS and BLIPS, 

Deutsche Bank conducted an internal review process. The internal groups that 
reviewed the bank's provision of services were Deutsche Bank Private 
Banking, Global Markets, Tax, Legal, Credit Risk Management, Treasury and 
Compliance. 

Deutsche Bank acted as a lender in approximately 62 OPIS transactions from 

June 1 997 to March 1 999. The average size of the loan issued to the OPIS investor by 

the bank was approximately $48 million. The approximate total amount of 

credit provided by the bank in the OPIS transaction appears to be 

approximately $3 billion. Deutsche Bank fees were approximately $35 million. 

Regarding BLIPS, Deutsche Bank issued approximately 56 loans from September 1999 
to October 1999. The total issue price (the stated principal amount plus premium) of 
these loans was approximately $7.8 billion. The average size of the loan issued to the 
BLIPS investor by the bank was approximately $139 million. Deutsche Bank revenues 
were approximately $44 million. 
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Steps to Assure Deutsche Bank's Limited Role in BLIPS 

After the initial approach, Deutsche Bank took several steps to assure that its role was 
narrowly limited, and that all other parties understood those limitations. Deutsche Bank's 
efforts in this direction were focused on two important areas: 

* First, each of the BLIPS investors agreed in writing that Deutsche Bank had not 
provided them with any tax, legal or other advice, and that they had received such advice 
ftom expert professionals. The bank also received written representation letters from 
KPMG, Presidio and each investor that delineated the limited scope of Deutsche Bank’s 
involvement in the BLIPS transactions so that there would be no 
misunderstanding. 

The language in the BLIPS investor representation letter reads: "Deutsche Bank has had 
no involvement in, and accepts no responsibility for, the establishment, promotion or 
marketing of the Strategy." 

Another paragraph reads: "Neither you nor any member of your immediate family was 
approached by Deutsche Bank to enter into the Strategy or any Transaction but, in fact, 
you were approached by Presidio Growth LLC to enter into the Strategy and the 
Transactions." 

* Second, Deutsche Bank consulted with a prominent outside, independent law firm for 
its counsel on Deutsche Bank's role in BLIPS. The law firm drafted and reviewed the 
transactional documents pertaining to the bank. It also provided Deutsche Bank with 
legal opinions that concluded, among other things, that Deutsche Bank was not a 
promoter or organizer of the OPIS and BLIPS transactions - and that Deutsche Bank had 
no responsibility to register the transactions as tax shelters. This was another way to 
confirm that the bank’s role was limited to a banking function. 

Tax Implications 

It is important to describe more fully the limited role of a bank. It is not customary or 
appropriate for a bank that only provides financial services for a transaction to provide 
legal or tax advice to its clients or to determine in advance whether a client's tax position 
will later be sustained. Historically, that is not a role banks are authorized or empowered 
to play. 

Deutsche Bank understood that the OPIS and BLIPS transactions involved potentially 
favorable federal income tax benefits that could be claimed by the investors. The bank 
confirmed in writing that such investors would obtain legal and tax advice from their own 
professional advisors regarding any potential tax consequences. 

As noted earlier, Deutsche Bank did not provide any tax advice to any of the investors. 
Nor did the bank discuss with any investor any potential tax benefits of the investment. 
Here it is important to quote two additional paragraphs from the representation letter, in 
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which each BLIPS investor represented and acknowledged to Deutsche Bank. 

* Paragraph No. 2 of the representation letter stated; "Deutsche Bank makes no 
guarantee or representation whatsoever as to the expected performance or results of the 
Strategy or any transaction (including the legal, tax, financial or accounting consequences 
thereof), and you have not engaged in the Strategy or entered into the Transactions in 
reliance upon any such guarantee or representation." 

* And paragraph No. 3 stated: "You have been independently advised by your legal 
counsel and will comply with all Internal Revenue Laws of the United States." 

Deutsche Bank's role as the executor of the financial transactions meant that the 
determination of whether the investors' tax position would be upheld was outside of its 
banking role and was the appropriate responsibility of the investors’ lawyers and 
accountants. 

With regard to registration as a tax shelter, KPMG and Presidio represented to Deutsche 
Bank that it had either registered the OPIS or BLIPS transactions with the Internal 
Revenue Service pursuant to IRC § 61 1 1 of the Code or, it had (in the case of Presidio 
based upon advice from independent tax advisors) determined that it was not required to 
register the OPIS or BLIPS transactions under such provision. 

In addition, Deutsche Bank retained Shearman & Sterling to prepare and review the legal 
documentation pertaining to the bank's involvement in the transaction and to ensure that 
it was complying with applicable law. Shearman & Sterling's advice included a legal 
opinion that the bank was not acting as a tax shelter "promoter" or "organizer" of either 
the OPIS or BLIPS transactions for purposes of the registration requirements and the list 
maintenance requirements of the Internal Revenue Code and did not have any obligations 
to register the transactions as tax shelters under IRC § 61 1 1. Deutsche Bank followed 
and reasonably relied on the advice of Shearman & Sterling. 

Deutsche Bank was aware that KPMG's tax experts had concluded that KPMG 
could issue a "more likely than not" tax opinion that the BLIPS and OPIS 
transactions were sustainable. To date, we are unaware that any court has issued a ruling 
regarding these transactions. The bank also learned that Brown & Wood, an international 
law firm with extensive experience in financial products and taxation, was comfortable 
issuing the same level of tax opinion for an investor. Deutsche Bank’s outside counsel, 
Shearman & Sterling, reviewed drafts of these tax opinions and counseled Deutsche Bank 
on its involvement with the transactions. 

Deutsche Bank relied on its outside auditors, KPMG, to affirm their independence and to 
address any issues that could impact upon KPMG’s audit independence. Deutsche Bank 
was not an investor in these transactions, and derived no favorable tax treatment as a 
result of these transactions. 
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Conclusion 

Regarding the OPIS and BLIPS transaction, Deutsche Bank believes it acted at the time 
in accordance with all applicable laws and regulations and that the bank relied upon 
sound counsel to guide it. 

Deutsche Bank continuously monitors changes in the law and the regulatory environment 
and adapts its business practices, policies and procedures to comply with the ever- 
changing legal and regulatory environment. Deutsche Bank is cognizant of the Internal 
Revenue Service’s highly publicized tax shelter initiatives and is committed to complying 
with all applicable rules related to tax shelter registration and disclosure. 


### 


5 



326 


TESTIMONY OF DOMENICK DEGIORGIO 
BEFORE THE SENATE PERMANENT 
SUBCOMMITTEE ON INVESTIGATIONS 
NOVEMBER 20, 2003 


Members of the Subcommittee; 

My name is Domenick DeGiorgio, and 1 am Managing Director at the New York City 
office of Bayerische Hypo-und Vereinsbank A.G. (“HVB”). HVB is an international bank and 
financial services organization, headquartered in Munich, Germany, and with offices worldwide. 
Currently HVB employs over 400 people in its New York office, with a payroll approaching 
$100 million. 

From 1997 through 2002, 1 was an officer of HVB’s subsidiary, HVB Structured Finance 
Inc. Our group specialized in advising customers who needed specially tailored financial 
products, and in assisting such clients in achieving their business or investment goals using 
HVB’s global financial resources. This business necessarily involves very complex transactions 
and a wide range of specialized financial services on the part of the HVB. I would note that 
HVB disbanded the Structured Finance group earlier this year as we refocus on our core business 
activities in Europe. 

I have been asked by the Subconunittee to describe HVB’s participation in a number of 
transactions it describes as tax shelters. 1 am pleased to be able to appear before the 
Subcommittee today. I want to begin by stating that HVB is eager to respond to the 
Subcommitte’s inquiries and that we have complied with applicable laws and regulations. 
Indeed, we have actively cooperated with both the IRS and this Subcommittee, because we 
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recognize the effects that abusive tax shelter transactions may have in undermining confidence in 
our tax system. 

Simply put, with one exception, HVB did not participate in any of the transactions the 
Subcommittee has asked about, including the ones denominated by the abbreviations “FLIP,” 
“OPIS,” “COBRA,” or “LILOs.” As I will describe in a moment, we did provide financial 
services for a small number of clients who participated in the so-called “BLIPS” transactions. 
However, we never organized, promoted or marketed the BLIPS transactions, nor any 
transaction that was being entered strictly for tax purposes. Furthermore, we never gave, nor 
even offered, tax opinions or advice regarding the tax treatment of our transactions; for we are a 
bank, not tax advisors. We did consult with our own outside tax attorneys regarding the 
implications of the BLIPS transactions for HVB under the applicable provisions of the Internal 
Revenue Code of 1986. The specific details of such advice are of course privileged under the 
attorney-client privilege; however, it should suffice for present purposes to say that HVB 
satisfied itself that we met all of our legal and tax obligations with respect to these transactions. 

The Subcommittee has asked me in particular to describe how HVB became involved in 
the BLIPS transactions that we funded for approximately thirty customers in 1999 and 2000. 
These customers were brought to HVB by Presidio Advisors, an investment advisory firm. I, 
and HVB, knew from prior business relationships some of the principals of Presidio Advisors, 
who were former employees of the interaational accounting firm KPMG. I was initially 
contacted by one of the Presidio partners in approximately early August, 1999. He advised me 
that Presidio had developed a structured investment program for a number of high net-worth 
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individuals, and he asked me if HVB would be interested in providing banking services, 
including loans, foreign currency transactions, and transactions involving interest rate derivative 
products. He stated that one of our principle competitors, DeutscheBank, had provided similar 
financial services for a number of clients who participated in the same investment program, and 
Presidio was trying to diversify the financial services providers for the investment program. 

I agreed that HVB might be interested in providing such banking services, and I requested 
additional information about what would be expected of us. 

Over the course of approximately the next month, we received a considerable amount of 
information about the BLIPS investment program, including a draft set of the transaction 
documents that DeutscheBank had been using, and an unsigned draft of an opinion by KPMG 
regarding the tax consequences of the investment program for the investors. This information 
was provided to us in order for HVB to understand the transactions and to determine what 
banking services we would be required to provide. 

We of course knew that the BLIPS investment program, like practically all investments, 
could have United States income tax consequences for the investors, including substantial losses 
if the program was terminated early. Not being tax professionals ourselves, we relied on the 
KPMG opinion to assure us that the transaction met all applicable tax laws for the investors, and 
we did not separately perform our own comprehensive evaluation of the tax consequences for 
those investors. Rather, as we generally do when asked to participate in transactions in the 
ordinary course of our business, we focused on our own potential for profit and risk of loss from 
the transaction. Likewise, we did not view it as our role to evaluate comprehensively the 
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investors’ purposes for entering into the transactions or the potential tax consequences of the 
transactions for them. The investors were to be sophisticated, high-net worth individuals who 
presumably had considerable business and investment experience, and the tax and other legal 
consequences of the transactions were the subject of opinions by some of the nation’s best law 
and accounting firms. Further, the transactions had previously been funded by a prominent 
competitor, and it was represented to us that the investors could and would meet our own, 
conservative internal lending criteria. At the time (the last half of 1999), the IRS had not made 
any adverse determination regarding these transactions, and we consulted with our own attorneys 
about whether our participation in the program created any legal issues for the bank. As a result 
of all of these factors, we concluded that the bank’s expected role in the BLIPS transactions was 
appropriate and complied with applicable laws and regulations. 

In approximately early September, 1999, 1 and other HVB employees met in our offices 
in New York with several principals from Presidio Advisors, who described the investment 
strategy for us. We also carefully reviewed the banking services that would be required of HVB, 
including the “premium” fee structure for the loan, how the customers would meet the bank’s 
lending criteria and “know your customer” requirements, and what would happen if the 
investment strategy were terminated by the investors after 60 or 180 days rather than running the 
full 7 expected years. Again, the potential tax consequences of the transactions were discussed, 
but were by no means the sole, or even the central, focus of our discussions at our meeting. 

Over the course of the subsequent weeks, the members of my group at HVB confirmed 
that the bank could provide the various kinds of services required of it for the investment 
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program. We also obtained, through our ordinary credit approval procedures, authorization to 
loan as much as $1 billion in the last few months of 1999 to participants in the investment 
program, provided of course that they met our usual lending criteria. The credit approval 
memorandum, which went through several drafts, fully described the investment strategy, which 
could run as long as 7 years or could terminate as early as 60 days after the loans were made. It 
also discussed the ordinary risk analyses, eredit protection procedures, collateral arrangements, 
and other routine matters as well as, to the extent we knew them, the business purposes and tax 
consequences of the entire series of transactions. 1 would reiterate, however, that we did not 
fully analyze all the possible tax ramifications that the transactions might have for investors, 
relying on KPMG to do that for its own clients. 

After we obtained credit approval for a series of transactions, we began processing the 
particular loans for approval and preparing to provide the other banking services that would be 
demanded of HVB. Each of the borrowers was required to meet our lending criteria and “know 
your customer” requirements, and we requested a substantial amount of documentation and 
verifications from them. Personnel from Presidio, which was the investment advisor for the 
transactions, and from KPMG, the tax advisor on the transactions, assisted us in compiling this 
information. Assisted by our own attorneys, we also drafted the transaction documents to meet 
our requirements. 

Ultimately, HVB funded approximately eleven of these transactions in 1 999, and another 
tranche of eighteen of them in early 2000. The average size of these loans was approximately 
$71 million and the bank extended credit totaling approximately $2.2 billion in the entire series 
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of transactions. Ultimately all of the investment programs were terminated after Stage I, 
approximately 60 days after they were entered, and all the loans HVB made were fully repaid, 
with full interest, at that time. 

In August, 2000, the IRS published Notice 2000-44, in which the IRS stated its position 
that the tax benefits that investors might claim from transaction like the BLIPS transactions 
would not be allowed. HVB immediately ceased its participation in the program in view of the 
IRS’s announced position. The loans that were still outstanding at that time were subsequently 
fully repaid, and that was the end of our involvement with BLIPS. 

The Subcommittee has asked me to address a number of specific questions regarding the 
BLIPS strategy. I want to preface this portion of my testimony by reiterating that HVB’s role in 
the transactions was limited to traditional banking services, and that some of the Subcommittee’s 
questions would be better addressed to other participants. Take, for example, the question 
whether HVB performed “any analysis of auditor independence issues in light of KPMG’s role 
in auditing the Bank’s financial statements filed with the U.S. Securities and Exchange 
Commission.” This first of all assumes that the bank files financial statements with the SEC, 
which it does not. Further, while we recognize that auditor independence is a serious issue, we 
must point out that we were approached by Presidio, not KPMG, regarding these transactions 
and that KPMG was involved to the extent of serving its tax clients, who ultimately became 
HVB customers. We did not consult KPMG for tax advice regarding HVB's role in these 
transactions, we consulted an outside law firm for our own tax advice. Moreover, we did not 
market, either jointly with KPMG or on our own, the BLIPs product to any of our existing 
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customers. At the time that these transactions occurred (in 1999), the present restrictions on 
auditor independence that are embodied in the Sarbanes-Oxley Act and SEC regulations of 
course had not yet been enacted. But even under the present regulatory framework, these facts 
might present no auditor independence questions, and certainly under the rules that were then 
applicable in 1 999 we did not perceive such an issue. 

The Subcommittee has also asked about the “development and accuracy of the formal 
representations made by and to HVB in connection with the BLIPS transactions.” Most of the 
“representations” made in connection with these transactions were of an entirely routine nature 
for a lending transaction. For instance, the investors represented the they had their own 
independent advisors and were not relying on HVB for tax, accounting, or financial advice, and 
HVB acknowledged that the transactions were conducted under arms' length terms and that our 
compensation was within the range of market rates for our services. Further, Presidio (the 
sponsor of the investment program) and KPMG (the tax advisor) specifically represented that 
they would comply with section 61 1 1 of the Internal Revenue Code by either registering the 
transactions as tax shelters or determining that they were not required to so register. After 
obtaining legal advice on this issue, we again relied on these representations. 

As I noted previously, HVB did consult its attorneys with respect to the U.S. tax 
implications of the BLIPS transactions for HVB, and we remain confident that they were 
properly and accurately reported by the bank. Independent of this Subcommittee's investigation, 
we have already received over two dozen summonses from the IRS with respect to examinations 
of investors in these transactions, and we have provided to the IRS the same documentation that 
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we have provided to this Subcommittee, To date, the IRS has not questioned HVB’s role in the 
transactions, and we remain certain that we have done everything properly. 

The last question that the Subcommittee has asked me to address concerns HVB’s 
“review and approval process related to financing or implementing transactions that appear to 
have tax avoidance as a significant purpose.” Although we certainly were generally aware the 
investors could have tax consequences at various stages of the program, including tax losses if 
the investors terminated after Stage I, we relied on KPMG’s opinion in this regard. Moreover, 
we followed our regular loan approval processes in entering the transactions in this program; we 
did nothing extraordinary or unusual here. 

We recognize, of course, that the Subcommittee may recommend legislation that might 
change HVB’s or any other financial institution’s legal obligations with respect to structured 
financial products and services or the tax implications of such transactions. We would be happy 
to work with the Subcommittee with respect to such legislation, and we look forward to a 
productive exchange of views with the Subcommittee on this subject. 
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Quelios Group, LLC 
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U.S. Senate Permanent Subcommittee on Investigations 
November 20, 2003 

Mr. Chairman, Senator Levin, and Members of the Subcommittee; 

My name is Jeff Greenstein. I appreciate the opportunity to appear before this 
Subcommittee. I am the chief executive officer of the Quelios Group, LLC, based in Seattle, 
Washington. Since our founding in 1 994, we have focused on providing asset management 
services to institutional and individual clients. 

We understand and very much respect the Subcommittee's responsibilities in this 
area and its interest in ascertaining whether there is a need for a change in public policy. 

You have asked me to address tax-advantaged investment strategies with names 
including BLIPS, SC2, FLIP and OPIS. With respect to BLIPS and SC2, we have no 
experience with these structures whatsoever, and, therefore, I am not in a position to comment on 
them. I am able to discuss investment and structural aspects of the latter two strategies with the 
Subcommittee today, although I do not have tax expertise and thus am unable to provide 
meaningful insights into the tax aspects of either of those strategies. In addition, we have not 
worked for years with any accounting firms on tax strategies such as those being discussed 
today. 

As you have heard, prior to our involvement, the international accounting firm of 
KPMG developed FLIP in the 1990s to provide its clients with a tax-saving investment strategy. 
In the course of many conversations and meetings, KPMG advised us that its senior tax experts, 
many of whom had Treasury or IRS experience, had carefully researched the existing statutes 
and regulations, and that KPMG’s national tax office had concluded that these transactions 
would likely yield favorable tax treatment for its investors under the Internal Revenue Code. 

By way of history, our introduction to KPMG occurred in 1995, in a matter 
completely unrelated to what we are here to discuss today. We were working with a client of 
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ours to restructure a portion of an investment portfolio in order to meet its investment objectives. 
Given the importance of analyzing any investment portfolio on an after-tax basis, our client 
asked us to review our portfolio recommendations with its tax advisors at KPMG, At the 
client’s request, I spoke with its advisors at KPMG. 

As a result of this prior interaction, KPMG later contacted us to see if we would 
apply our investment expertise to assist it with a series of securities transactions related to one of 
its tax strategies. This strategy later came to be known as FLIP. In particular, KPMG asked us 
to execute an investment strategy consistent with a set of pre-defined criteria that they had 
designed and provided to us. KPMG told us that if these transactions met their pre-defined 
criteria, certain favorable tax consequences would likely be achieved. 

Our role as investment advisor was to identify, analyze and implement the 
specific stock and option transactions that were required to execute the KPMG FLIP strategy, so 
that investors would have a reasonable prospect of earning an economic profit. Indeed, they did 
have such a prospect, which was in fact realized by a number of FLIP and OPIS investors. This 
profit potential was directly linked to the gradual appreciation of the publicly-traded shares of 
one of the world’s major financial institutions. KPMG specifically approved the stock and 
option transactions after it had determined that the transactions met its criteria for obtaining 
favorable tax treatment for its clients. 

A 1997 agreement between KPMG and Quadra memorialized our different roles. 
In the agreement, KPMG confirmed its responsibility for the tax aspects of the strategy, while 
agreeing that Quadra only had responsibility for providing investment advice. KPMG was, and 
remains, an international accounting firm with an excellent reputation, and we relied on its tax 
analysis and advice. A prominent national law firm concurred with KPMG’s tax analysis. 
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KPMG began introducing FLIP to potential investors during late 1996. 
Subsequently, the accounting firm of Coopers & Lybrand - now PricewaterhouseCoopers or 
PWC - developed a similar strategy with similar tax attributes, and also sought and received our 
assistance in providing investment-related advice and execution services. PWC provided a 
detailed tax opinion, which was consistent with KPMG’s earlier conclusion that the Internal 
Revenue Code likely afforded favorable tax treatment. 

In late 1 998, we were approached again by KPMG with respect to a variation of 
the FLIP transaction known as OPIS. It was our understanding that KPMG had been offering 
that strategy to clients through another investment advisor. The Presidio Group, but that The 
Presidio Group had exhausted its capacity for implementing transactions. KPMG then requested 
our assistance with executing the OPIS strategy. In this instance, all of the investment and 
structural aspects of the strategy were fully developed by KPMG before we were contacted, and 
the nature of the financial instruments and securities transactions had been fully specified. We 
implemented the trades and executed the documents required, as prescribed by KPMG. 

In summary, I want to reiterate that our focus historically, and today, has been to 
assist our clients in meeting their financial and investment objectives, using thoughtful, 
sophisticated, disciplined, and well-researched portfolio management. This core competency 
presented us with the business opportunity to work with some of the most respected professional 
services firms in the world. Neither KPMG nor any other parly looked to us to provide a tax 
opinion on the KPMG tax strategies. To the contrary, with regard to the appropriate tax 
treatment of the transactions, we relied on the judgment of multiple unrelated and well-respected 
tax experts. 
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As professional investment advisors, we have only provided investment services in 
connection with transactions that we concluded, after careful analysis, offered investors a 
reasonable opportunity to earn profits. We have always focused on helping our clients meet 
their investment and financial objectives, and pride ourselves on the work we do. 

Mr. Chairman and Senator Levin, this concludes my prepared remarks. I would 
be pleased to answer any questions you may have. 

### 
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INTRODUCTION AND OVERVIEW 


Mr. Chairman, Senator Levin and Members of the Subcommittee, thank you for 
inviting me to discuss the subject of abusive tax avoidance transactions. We 
appreciate the interest the Subcommittee has shov\/n in this issue, particularly in 
examining the proliferation of these transactions. The work of the Subcommittee 
has highlighted the need for greater transparency with respect to potentially 
abusive tax avoidance transactions and the need for increased penalties on 
participants and promoters. 

The focus of the Subcommittee’s first day of hearings was the mass marketing of 
tax shelters by some professional advisors. Beginning in the mid-1990s, some 
professional firms shifted their focus from their historic role of trusted advisors to 
that of professional salesmen. 

According to the witnesses that appeared before you on the first day of the 
hearing, the biggest accounting firms no longer engage in mass marketing. If this 
is true, we believe that IRS efforts may have played a significant role in this 
development. We believe some promoters and taxpayers may have recognized 
the increased risk of detection of tax returns claiming tax benefits from abusive 
tax avoidance transactions. In any event, it is my view that this problem is 
significant, and we need to increase our diligence and effort in this area. 

The Treasury Department and the IRS have responded by taking aggressive 
actions against participants in and promoters of abusive tax avoidance 
transactions. As a core element of these efforts, the Treasury Department and 
the IRS proposed in March 2002 to create a web of disclosure through a series of 
administrative and legislative initiatives. 

The Treasury Department and the IRS didn’t wait for the enactment of the 
legislative proposals, but moved forward with all of the administrative actions 
described in the March 2002 proposals, and almost all have been completed. 
These actions have been important steps in creating the transparency and 
certainty needed to combat abusive transactions. The legislative proposals 
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would complete and reinforce these actions by simplifying the disclosure rules 
and imposing meaningful penalties on taxpayers and promoters who fail to 
provide the IRS with requested information. 

One of the top priorities of the President’s 2004 Budget Request for the T reasury 
Department was to strengthen the integrity of the nation’s tax system by deterring 
inappropriate tax avoidance and evasion (especially among high income 
taxpayers). 

As was made clear at the first day of the Subcommittee’s hearing, issues of 
professional practice must be a priority. Tax professionals are vital to our system 
of voluntary compliance. They advise taxpayers on sophisticated legal 
transactions that involve complex rules and fine legal judgments. The tax laws 
are complex and taxpayers are permitted to take aggressive positions within the 
bounds of the law. Tax professionals should assist taxpayers in navigating 
through this challenging landscape to determine their fair share of taxes. 

Instead, we have seen far too many instances in which tax professionals have 
helped taxpayers avoid paying the taxes rightfully owed. 

We are looking for ways to encourage best practices and ethical professional 
behavior by tax professionals, as well as discourage participation in abusive tax 
avoidance transactions. A key thrust in this effort is transparency, that is, the 
rules that the Treasury Department and the IRS have put in place to require the 
disclosure to the IRS of transactions that constitute abusive tax avoidance 
transactions or potentially abusive tax avoidance transactions. 

The IRS and the Treasury Department are committed to ensuring compliance 
with the rules governing the promotion of tax avoidance transactions by tax 
professionals. The IRS is currently conducting well over 100 examinations of 
promoters. As part of the examinations, we are requesting investor lists and 
other information, and, if necessary, issuing summonses for those lists and other 
information. As a consequence of the examinations, we are reviewing numerous 
transactions to determine whether they should have been registered under 
section 6111 of the Internal Revenue Code, and whether investor lists should 
have been maintained under section 61 12 of the Code. 

Tax professionals, including lawyers and accountants, must comply with the law 
requiring registration of tax shelters and the keeping of investor lists. Many 
entities have provided us with the information we have sought pursuant to our 
requests. Others have been less forthcoming. We will continue our efforts to 
assure adherence to the law by promoters of potentially abusive tax avoidance 
transactions, including the use of summons and summons enforcement actions 
where necessary to obtain the information to which we are entitled. We will not 
hesitate to use the tools at our disposal to gather information about transactions, 
the taxpayers who invest in them, and the promoters who sell them. 
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QUESTIONS POSED BY THE SUBCOMMITTEE 

In your letter of invitation, you asked the IRS to address four specific questions at 
this hearing. To the extent possible, I will address those questions in order. 

(1) The scope of the potentially abusive and illegal tax shelter problem 
including the role played by professional firms, the estimated overall 
cost to the U.S. Treasury from these tax shelters, and the IRS' efforts 
to combat these tax shelters. 

Estimates vary on the size of this problem. Unfortunately, it is very difficult to 
make a precise determination based on the many different interpretations and 
definitions of abusive tax shelters. The October 2003 GAO report on abusive tax 
shelters also acknowledged this difficulty. Whatever the actual volume of 
abusive tax shelters, we recognize that there is a significant compliance problem 
and we are taking aggressive action to address it, utilizing existing regulatory, 
administrative, and enforcement tools. For example, in our Large and Mid-Size 
Business Division (LMSB), we currently have 1 1 8 promoter cases open for 
investigation. In addition, in our Small Business/Self Employed Operating 
Division (SBSE) there are 41 technical tax shelter promoter investigations open. 
The audits began in LMSB in 2001, with 22 entities under investigation. As is 
apparent, we have increased the number of audits significantly. This includes 
large accounting firms and major law firms, as well as banks and a number of 
boutique and mid size promoters. 

There are three ways the IRS finds out about questionable transactions. One, 
taxpayers and promoters are required to disclose or register questionable 
transactions and maintain investor lists under sections 601 1 , 61 1 1 and 61 12 of 
the Code. Two, the IRS identifies questionable transactions through its 
examination process. Three, the IRS and the Treasury Department learn about 
transactions through tips, some of which are anonymous tips through the Office 
of Tax Shelter Analysis ("OTSA”) Hotline. 

As I have indicated, disclosure is critical to our ability to identify and address 
abusive transactions early on. In February 2003, the IRS issued final regulations 
under Code Sections 601 1,6111 and 61 12 to improve and enhance the 
disclosure of potentially abusive transactions by taxpayers, the registration of 
those transactions by “material advisors" (which would include “promoters"), and 
the maintenance of customer lists by those advisors. These regulations are 
designed to improve our information about potentially abusive transactions, 
promoters who market abusive transactions and those taxpayers who invest in 
abusive transactions. The regulations require taxpayers to disclose “reportable 
transactions" on their returns and to the IRS' Office of Tax Shelter Analysis, or 
OTSA. In addition the regulations require promoters to register their tax shelters 
with the IRS, and promoters and other persons to maintain lists of investors in 
their tax shelters and furnish those lists to the IRS upon its request. 
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A reportable transaction may not necessarily be an abusive transaction. But by 
subjecting a broad range of transactions to disclosure, we increase the likelihood 
of the IRS detecting the most abusive transactions. The increased likelihood of 
detection by the IRS alters the risk/reward calculus for potential investors 
entering into abusive transactions. 

The number of disclosures received from taxpayers has increased significantly 
since 2001 . We expect to receive more taxpayer disclosures pertaining to 
calendar year 2003 than with respect to any previous year. 

Coordination with the States 

Another way in which we are combating abusive transactions is through our work 
with the States. The IRS and state tax officials announced a new nationwide 
partnership to combat abusive transactions in September 2003. Under 
agreements with individual states, known as Memoranda of Understanding, the 
IRS and states will share information on abusive transactions and those 
taxpayers who participate in them. The agreements creating this partnership are 
designed to enable both state and federal governments to move more 
aggressively in the fight to ensure all taxpayers pay their fair share of tax. As of 
November 12, 2003, forty-two states, the District of Columbia, and the New York 
City Department of Finance have agreed to partner with the IRS on this initiative. 

Under the initiative, the IRS and states will exchange information about a range 
of abusive fax avoidance transactions. This will allow the IRS and state agencies 
to avoid duplication and to piggyback on the results of each other's work, The 
states and the IRS will then share information on any resulting tax adjustments, 
reducing the need for duplicating lengthy taxpayer examinations by both a state 
and the IRS. 

In addition to greater cooperation in sharing leads in the area of abusive 
transactions, the partnership with the states includes joint outreach and 
education activities to more effectively counter the claims of those marketing tax 
schemes and scams. 

initial data provided by the California Franchise Tax Board in response to an IRS 
request for state information relative to a high profile transaction the IRS currently 
is examining resulted in the identification of additional participants the IRS had 
not yet identified. As a result, the IRS will be able to protect statutes of 
limitations and bring additional participants into compliance. 

Over the recent past, the IRS has taken a number of other noteworthy actions to 
combat abusive transactions. You are probably familiar to varying degrees with 
most or all of these actions. They center on greater transparency and developing 
and using a web of information to curb these transactions at the front end. 
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(2) With respect to BLIPS, OPIS, FLIP, SC2, COBRA, BOSS, and Son of 
BOSS, since 1995, the approximate total number of persons who 
have used each tax product and total amount of tax revenues lost as 
the result of each tax product. 

It is difficult for us to identify the total number of persons who have used each tax 
product. We are, however, using examinations of promoters to secure investor 
lists to identify the participants. We have received a number of disclosures and, 
as the changes in the disclosure regulations take full effect and the number of 
listed transactions increases, we anticipate receiving more. There will be those 
who do not disclose, however, which will make it more difficult for us to get a 
complete picture. That some may choose not to disclose is why it is important for 
Congress to enact the change to the registration rules proposed by Treasury and 
IRS that will complete the information web on which the IRS relies to assist in 
finding non-disclosing taxpayers. That is also why it is important that the IRS 
maintain and strengthen its examination program so it continues to be capable of 
detecting undisclosed transactions. 

Within our Operating Divisions, we have management information systems that 
track the activity on cases of known investors. Within our Office of Tax Shelter 
Analysis (OTSA), we can track the activity on cases of known investors through 
all sources. 

We can provide the following data on specific transactions: 

Notice 99-59 — The OTSA database contains transactions totaling $356 million in 
potential tax dollars. 

Notice 2000-44 — The OTSA database contains 2,208 transactions totaling $5.4 
billion in potential tax dollars. 

Notice 2001-45 — The OTSA database contains 322 transactions totaling $631 
million in potential tax dollars. 

(3) Whether, to your knowledge, professional firms are now routinely 
developing and marketing complex tax products for sale to multiple 
clients and, if so, the impact and implications of mass marketing 
these tax products, including whether professional firms may be, at 
times, misleading taxpayers regarding the legal validity of the 
products they are selling, and whether IRS oversight of tax 
professionals selling generic tax products poses new and different 
enforcement issues than reviewing the tax returns reflecting 
Individualized tax planning advice. 
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Our promoter investigations have established that organized and comprehensive 
marketing strategies have been utilized by professional firms to sell abusive tax 
products that have been developed. These include transactions that were 
structured for the use of, and were marketed to, multiple investors, rather than a 
single investor. We have also seen indications that abusive transactions have 
moved “down market" through more widely-marketed promotions by lesser 
known professional firms to less affluent taxpayers. Such a development 
increases the likelihood that taxpayers may be misled or may be inadequately 
equipped to assess the tax avoidance proposals presented to them. 

While circumstances differ from transaction to transaction, information received 
from investors suggests that some of these transactions, which are complex, 
may not have been fully understood by taxpayers, who consequently may have 
relied on the representations of the promoter. 

A significant priority in the Service’s efforts to curb abusive transactions is our 
focus on promoters. 

Initiatives focused on promoters can provide a number of benefits. Promoters 
are required to maintain investor lists that identify taxpayers who participate in or 
purchase potentially abusive tax avoidance transactions that are “reportable” or 
“listed” under the Service’s rules. By auditing the promoters and obtaining 
investor lists and following up with audits of those investors, we can deter the 
promotion of as well as the interest in such products. That is, these activities 
alter the risk/reward ratio for potential investors. 

The IRS has included accounting and law firms in its investigations of tax 
shelters and related promoters. The IRS has included these firms because it 
believes that, in the instances in which the IRS has acted, these firms were 
acting as promoters of tax shelters, and not simply as tax or legal advisers. 

Where the IRS believes a firm has failed to comply with the registration or list- 
keeping rules, the Service will not hesitate to audit. 

The IRS conducts promoter examinations to determine whether a promoter has 
complied with regulations requiring identification of potentially abusive 
transactions by registering such transactions and maintaining and providing 
investor lists to the IRS upon request. 

Through the promoter audits, we have shown that we are willing to use the toots 
at our disposal to obtain the information promoters are obligated to provide to us. 
Through the disclosure regime, including transactions and investor identities, 
generated by these efforts, we are demonstrating that the risk of detection and 
audit is serious and must be factored into the risk-reward calculus by promoters 
and investors alike. Mr. Chairman, we believe we can do more in this area and 
you can expect us to continue our efforts. 
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In regard to this question, I further want to point out several noteworthy actions 
we have taken in connection with our promoter efforts. 

KPMG/BDO Seldman 

In July 2002, the Justice Department, on behalf of the IRS, filed suit in federal 
court in Washington, D.C. against KPMG LLP, asking the court to compel the 
firm to disclose information to the IRS about tax shelters it had marketed since 
1998. 

In a similar suit filed in Chicago, the Department asked the federal court there to 
enforce summonses issued to another firm, BDO Seidman, LLP, for information 
related to its marketing of tax shelters since 1995. 

Jenkens & Gilchrist 

Earlier this year, the Department of Justice on behalf of the IRS petitioned the 
United States District Court, Northern District of Illinois, for enforcement of five 
administrative summonses and a John Doe summons served on Jenkens & 
Gilchrist. The summonses ask the law firm to provide information on certain 
listed transactions or other potentially abusive transactions organized or sold by 
the firm's Chicago office and to identify taxpayers who may have invested 
in them. 

This was the first case of its kind involving a law firm. 

Sidley Austin Brown & Wood LLP 

In October, the IRS received approval from the United States District Court, 
Northern District of Illinois to serve a John Doe summons on Sidley Austin Brown 
& Wood, asking the law firm to identify taxpayers who may have invested in listed 
transactions or other potentially abusive transactions organized or sold by the 
firm. 

Grant Thornton 

On September 17, 2003, the Department of Justice, on behalf of the IRS, filed a 
petition in the U.S. District Court, District of Columbia, to enforce nine 
administrative summonses issued to the accounting firm. Grant Thornton LLP. 

The summonses were issued as part of an IRS examination to determine Grant 
Thornton’s compliance with tax shelter registration and list maintenance 
requirements, including identifying taxpayers who may have invested in 
potentially abusive transactions organized and sold by the firm. 
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Finally, the IRS has entered into closing agreements with professional service 
firms resolving issues related to those firms’ compliance with the registration and 
list maintenance requirements that apply to the marketing of tax shelters. The 
agreements required payments to the IRS to resolve the issues. More important, 
however, the agreements require procedures that will prevent the future 
occurrence of the kind of practices that led to the IRS’s audits and to the 
payments to the IRS to resolve the issues. In particular, the agreements ensure 
ongoing compliance with the registration and list maintenance provisions of the 
Internal Revenue Code and regulations. One of the agreements provides for the 
firm to implement a Quality and Integrity Program to ensure the highest 
standards of practice and ongoing compliance with the law and regulations. The 
IRS may, upon its request, review documents prepared as part of this program. 

We are pleased with the full cooperation the IRS has been afforded by the firms 
that have entered into closing agreements in resolving these matters. This 
represents a real breakthrough and is a good working model for future 
agreements with practitioners. 

Disclosure Initiative 

In December 2001, the IRS announced a 120-day disclosure initiative that ended 
on April 23, 2002. The initiative provided taxpayers an opportunity to disclose 
questionable transactions to the IRS. Under the terms of the initiative, if 
taxpayers provided all relevant information about the disclosed transactions or 
items, including the identity of the promoter of the transaction, the IRS would 
waive certain accuracy-related penalties that might apply to those transactions 
and other questionable items that resulted in an underpayment of tax. 

The IRS has used the disclosures to identify tax shelter promoters and to 
connect promoters to particular listed transactions. We are examining the 
activities of these promoters to determine whether they complied with their legal 
obligations to register certain transactions and maintain investor lists. Upon 
receipt of the investor lists from promoters, the IRS will be able to identify other 
taxpayers who participated in abusive transactions and failed to disclose them. 


(4) Any recommendations you may have to ensure that professional 
firms develop and market generic tax products that comply with the 
law, the IRS learns of potentially abusive tax products marketed by 
professional firms to multiple clients, potential buyers are fully 
informed of risks associated with such tax products, or to address 
other tax shelter development, marketing, or implementation 
concerns. 

As I indicated previously, we believe transparency is a key element in addressing 
abusive tax transactions. Transparency includes the disclosure of information by 
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taxpayers and promoters and the disclosure of information to taxpayers and 
promoters. 

In terms of disclosure of information by taxpayers and promoters, we will 
continue to rely on regulatory requirements for registration, disclosure, and 
maintenance of investor lists to provide the information we need to identify and 
monitor potentially abusive transactions. Transparency is critical to our early 
identification and would be significantly enhanced by the legislative change 
proposed by the T reasury Department that would expand the scope of the 
registration rules. We need to ensure that questionable transactions are 
registered and subject to IRS review. This is critical to our ability to identify and 
address abusive tax practices early on. The majority of taxpayers are honest 
and want to comply with the tax laws. By providing quicker guidance on tax 
transactions, we can enhance voluntary compliance. 

I believe that tax professionals are an integral part of our effort to ensure that the 
Internal Revenue Code is administered fairly and appropriately. The majority of 
tax professionals recognize their obligations to the system as well as their 
obligations to their clients, and they have expressed dismay about the 
inappropriate behavior of some of their colleagues. I have asked the Deputy 
Commissioner for Services and Enforcement to develop and coordinate a unified 
strategy for improving confidence in the integrity of tax professionals, a strategy 
that will encourage best practices and deter improper and unethical practices. 

The Treasury Department and the IRS intend to make changes to Circular 230, 
which governs professional conduct. Among the subjects we are closely 
examining in this regard are the standards employed in legal opinions regarding 
tax shelter transactions. I have asked the new Deputy Commissioner for 
Services and Enforcement, to make the strengthening of Circular 230 one of his 
priorities. 

Moreover, the Treasury Department has solicited support for a number of 
legislative proposals intended to curb abusive transactions. We appreciate that 
these proposals have been included in several Senate bills. If the IRS or 
Treasury Department identify the need for additional legislation, we will bring 
those areas to the attention of Congress. We appreciate this Subcommittee’s 
efforts to secure passage of that legislation. 

In terms of disclosure of information to taxpayers and promoters, the Service 
intends to continue to emphasize its provision of published guidance. The 
published guidance program is an important tool that the IRS can use to increase 
disclosure and compliance. The IRS has in recent years made significant 
progress in accelerating and increasing its issuance of published guidance and 
our intention is to continue to improve our performance in this area. 
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Informing taxpayers through published guidance of abusive transactions will 
discourage participation in them. And there is another side to the coin - a very 
positive one that is sometimes forgotten. Some transactions that are worthy of 
IRS scrutiny may nevertheless prove to be sound under the law. Our willingness 
to indicate transactions that the Service believes are permitted under the tax law 
should encourage promoters and taxpayers to come to us with transactions that 
they believe are technically sound. In addition, through published guidance in 
non-shelter areas, we can save audit resources that we can then devote to areas 
with higher risk of noncompliance. 

CONCLUSION 

Mr. Chairman, we are firmly committed to curbing abusive tax transactions. They 
are an affront to honest taxpayers and practitioners and undermine confidence in 
the fairness of our tax system. The Congress and our taxpayers have every right 
to expect diligence, care and professionalism from the IRS in this effort, and I will 
do my utmost to see that those qualities are applied to our effort, and that there is 
no compromise of taxpayer rights. 

Abusive transactions can and will continue to pose a threat to the integrity of our 
tax administration system. We cannot tolerate the promotion of or participation 
in abusive transactions. The stakes are too high and the effects of an insufficient 
response are too corrosive. We have put in place the foundation and structure to 
begin to attack these transactions in a systematic way. Certainly we will need to 
do more and we will need to do it better. 

If professional service firms have in fact curtailed their marketing activities, as 
indicated in the testimony on the first day of the Subcommittee’s hearing, we 
think it likely that IRS efforts played a significant role in this development. Some 
promoters and some taxpayers may be recognizing the increased risk of 
detection and audit of tax returns claiming tax benefits from abusive tax 
avoidance transactions. In any event, we must continue to be diligent. 

Senate Finance Committee Chairman Grassley recently said, “The IRS should 
be able to enforce the tax code and respect taxpayers’ rights at the same time. 
We can’t have people abusing the tax code, and we can't have the IRS abusing 
taxpayers. It’s as simple as that.” I heartily agree. The IRS must demonstrate 
and execute a balanced approach if taxpayers are to remain faithful to our 
system of self-assessment. I believe the IRS has made progress in meeting 
these concerns. 

1 would be very pleased to answer any questions Members of the Subcommittee 
might have. 
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Chairman Coleman, Ranking Member Levin and Members of the Subcommittee - 

I am pleased to appear before you today on behalf of the Public Company 
Accounting Oversight Board ("PCAOB" or the "Board"). I would like to begin by 
commending the Subcommittee's investigation of the role of professional firms, 
including accounting firms, in the development, marketing and implementation of 
abusive tax shelters. Indeed, the evidence you have accumulated has served as a 
wake-up call that we all - whether corporate leader, legislator, or regulator - must heed. 

The Permanent Subcommittee on Investigations was quick to see the wide- 
ranging ramifications of the financial scandals at Enron, Adelphia, WorldCom, 
HealthSouth and other companies. Those corporate collapses left the impression - not 
just with investors, but with ordinary Americans, and even with the world community - 
that public company financial reporting is not to be trusted, and that professional 
advisors, including investment bankers, lawyers, and even a company's outside 
accountants, will help unscrupulous executives cook the books. When their trust was 
broken, the American people did what they ought to - they asked their elected 
representatives to fix it. Congress responded by enacting the Sarbanes-Oxley Act of 
2002, which, among other things, created the PCAOB. In addition, through the 
Permanent Subcommittee's series of hearings on the role of financial institutions in 
Enron's collapse, you have continued to respond to the public's concerns regarding 
corporate integrity and financial reporting reliability. 

I am both proud and humbled to appear before you today as Chairman of the 
PCAOB. Among the many reasons I took on this job were my own strong convictions 
about the need for an aggressive response to the corporate scandals and the lack of 
leadership in the private sector. It is a privilege to have the opportunity to act on those 
convictions by helping to build an organization, in the form envisioned by Congress, to 
restore the linchpin of the American financial system - trust in the integrity of financial 
reporting. 

Introduction 

A little over a year ago, the Congress passed and the President signed the 
Sarbanes-Oxley Act of 2002 (the "Act').- The Act established the PCAOB and charged 
it with "overseepngj the audit of public companies that are subject to the securities laws, 
and related matters, in order to protect the interests of investors and further the public 
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interest in the preparation of informative, accurate and independent audit reports for 
companies the securities of which are sold to, and held by and for, public investors."-' 
To carry out this charge, the Act gives the Board significant powers over the practice of 
auditing the financial statements of public companies. Specifically, the Board's powers 
include authority to - 

• register public accounting firms that prepare audit reports for issuers; 

• conduct inspections of registered public accounting firms; 

• conduct investigations and disciplinary proceedings concerning, and to 
impose appropriate sanctions where justified upon, registered public 
accounting firms and associated persons of such firms; 

• enforce compliance by registered public accounting firms and their 
associated persons with the Act, the Board's rules, professional standards, 
and the securities laws relating to the preparation and issuance of audit 
reports and the obligations and liabilities of accountants; and 

• establish auditing, quality control, ethics, independence, and other 
standards relating to the preparation of audit reports for issuers.®' 

Overview of the Board's Organization 

Since the initial Board members took office in January, the Board has taken a 
number of steps to position it to carry out its core programs. Starting from scratch in 
January 2003, the Board has grown to over 100 full-time professional staff. Earlier this 
year, the Board opened offices in Washington, D.C. and New York City, as well as an 
information technology center in Northern Virginia. The Board will be opening regional 
offices in Atlanta, Dallas and San Francisco in the near future. The Board also adopted 
bylaws and established ethics rules and standards of conduct for Board members and 
staff and developed a budget of approximately $68 million for its first fiscal year 
(calendar year 2003). The Securities and Exchange Commission (the "SEC" or 
"Commission") approved that budget in April, and we have sent invoices to public 
companies and other issuers of securities - based on their relative equity market 
capitalizations, in accordance with the Act - to fund it. 


Sarbanes-Oxley Act, Section 101(a), 
Sarbanes-Oxiey Act, Section 101(c). 
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Registration 

The Act and the Board's rules require all U.S. accounting firms that prepare or 
issue audit reports on U.S. public companies, or play a substantial role in the audit of a 
U.S. public company, to be registered with the PCAOB.-' 

Registration is criticai to the Board's regulatory oversight of public accounting 
firms' audit practices. As a legal matter, registration is the predicate for the Board's 
other oversight programs - compliance with auditing and related professional practice 
standards, inspections, investigations, and discipline. In addition, registration provides 
the Board with valuable information about the firms that apply for registration. 

Registration of a public accounting firm is not automatic upon our receipt of an 
application. In order to approve an application, the Board must determine that 
registration of the applicant is consistent with the Board's responsibilities under the Act 
to protect investors and to further the public interest in the preparation of informative, 
fair and independent audit reports for public companies. To make that determination, 
the Board has been and remains committed to a careful and fair review of ail 
applications. The Board received its first registration application on August 7, 2003, 
and, as of November 17, 2003, the Board has and has considered the applications of, 
and registered, 665 audit firms. 

Inspections 

The Act requires the Board to conduct a continuing program of inspections of the 
audit practices of registered public accounting firms. The purpose of these inspections 
is to assess the degree of compliance of each registered public accounting firm, and 
associated persons of that firm, with the Act, the rules of the Board, the rules of the 
Commission, and professional standards, in connection with its performance of audits, 
issuance of audit reports, and related matters involving issuers. 

Through the Board's inspection program, we will have extensive contact with 
registered firms and with their personnel. It is the tool we will use to assess the quality 
of the audits that have been conducted and, when necessary, to exert pressure to 
change auditor behavior. It will provide us with a view - at times through a microscope, 
and at other times from a bird's eye - into the registered firms' audit practices to see 


- Non-U.S. accounting firms that prepare or issue audit reports on U.S. 
public companies, or play a substantial role in the audit of a U.S. public company, must 
register with the PCAOB next year. 
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how they are implementing applicable auditing and related professional practice 
standards, how they are complying with applicable laws and rules, where they are doing 
well, and where improvements are needed. Our inspections program will provide a 
unique new source of evidence relating to audit quality and to the symptoms of any 
weaknesses in audit quality, ranging from competence and methodology to judgment 
and integrity. 

Our inspections will focus on a number of areas that have not been the traditional 
focus of the profession's own peer reviews of audits. These include - 

• the "tone at the top" of registered firms - we want to know the nature of 
the messages that are coming from the leadership of the firms and their 
frequency, and whether the messages are received and acted on; 

• audit partner compensation and promotion - we are going to look into 
what behaviors are rewarded and reinforced through compensation and 
promotions; and 

• the firms' communication and training practices with regard to all audit 
professionals. 

On October 7, 2003, the Board adopted final rules relating to inspections. Under 
the final rules - 

• regular inspections are to take place annually for those firms that issue 
audit reports for more than 100 U.S. public companies; 

• other firms are subject to regular inspections every three years; and 

• special inspections may be authorized by the Board at any time. 

Earlier this year, we began conducting limited inspection procedures on the four 
largest accounting firms, which agreed to cooperate with the Board's inspectors even 
before they were registered. Those inspections are well underway now. Beginning in 
2004, we will conduct annual regular inspections of all firms with more than 100 public 
company audit clients, as required by the Act, and we will conduct triennial regular 
inspections of registered firms with 100 or fewer public company audit clients. 

Of particular importance, given the Subcommittee's investigation, our work 
programs for this year's limited procedures include a focus on evaluating the 
independence implications of non-audit sen/ices that firms have provided to audit 
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clients. Based on this work, we will not only assess whether the firms comply with 
existing independence requirements, but we will also assess whether there are any 
factors present that have adversely affected audit quality. Because we are inspecting 
the four largest firms, and a variety of selected audit engagements, we expect to gain 
an understanding of the firms' audit work on an overall basis, which will help us to 
determine whether further action is needed. 

Investigations and Discipline 

The Act authorizes the Board to conduct investigations when there are 
indications that a registered firm or an associated person may have violated the Act, the 
Board's rules, provisions of the securities laws and the Commission's rules related to 
financial reporting and auditing, or professional standards. The Act further authorizes 
the Board to use the results of those investigations as the bases for disciplinary 
proceedings. If a violation is established in those proceedings, the Act authorizes the 
Board to impose a range of sanctions on the firm or associated person who committed 
the violation, up to and including barring such firms from auditing public companies in 
the future and barring such persons from association with registered firms. 

On September 29, 2003, the Board adopted an extensive set of rules relating to 
investigations and disciplinary hearings. The PCAOB is also in the process of staffing a 
Division of Enforcement and Investigations, which will have responsibility for carrying 
out the Board's investigative work and conducting its disciplinary proceedings. 

Professional Standards 

Title I of the Act also gives the Board the authority to establish auditing and 
related professional practice standards to be followed by registered public accounting 
firms, and persons associated with such fiims, when they audit and issue opinions on 
the financial statements of public companies.® In addition to auditing standards, those 
standards include related attestation work, standards for quality controls, ethics 
standards, and independence standards. Early on, the Board decided to establish 
professional standards by creating within the PCAOB a standards-setting office, made 
up of highly-skilled experts, rather than by delegating the standards-setting function to a 
professional organization of accountants, such as the American Institute of Certified 
Public Accountant's ("AlCPA") Auditing Standards Board. 

In addition to this general standards-setting authority that Title I of the Act confers 
on the Board, Section 201 of the Act expressly authorizes the Board to adopt 
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regulations specifying non-audit services - in addition to those specified in the Act - that 
may not be provided to audit clients.®' Section 201 also permits the Board, on a case- 
by-case basis, to grant exemptions from the Act's prohibitions on providing certain non- 
audit services to audit clients, but only to the extent necessary or appropriate in the 
public interest and consistent with the protection of investors. 

The Act required the Board to adopt initial or transitional standards as part of the 
process leading up to the SEC's determination, pursuant to the Act, that the PCAOB 
was capable of carrying out its responsibilities under the Act.- Accordingly, on April 16, 
2003, the PCAOB announced the adoption of certain interim standards to be used by 
registered public accounting firms and associated persons in the preparation and 
issuance of public company audit reports, and the SEC approved those standards as 
part of its April 25, 2003, determination. The interim standards include the accounting 
profession's existing standards on auditing, attestation, quality control, ethics and 
Independence. Further, where the SEC's rules on independence are more restrictive, 
the interim standards require that registered public accounting firms and their 
associated persons comply with the SEC's more restrictive requirements. 

When the Board announced these interim standards, we also announced the 
process we intend to use to establish permanent auditing and other professional 
standards. The process will include soliciting comment from the public, in addition to 
the views of an advisory group formed pursuant to the Act. Under the Board's rules, 
that advisory group will be composed of individuals with a variety of expertise, including 
accountants, issuers, investors, regulators and others. We also plan to use other 
means to obtain expert advice, such as ad hoc task forces, roundtable discussions 
(which we have already held on certain issues), and other public hearings. 
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® Section 201 of the Act specifies the following non-audit services that may 
not be provided to an audit client: (1) bookkeeping or other services related to the 
accounting records or financial statements of the issuer; (2) financial information 
systems design and implementation; (3) appraisal or valuation services, fairness 
opinions, or contribution-in-kind reports; (4) actuarial services; (5) internal audit 
outsourcing services; (6) management functions or human resources; (7) broker, dealer, 
investment adviser, or investment banking services; and (8) legal services and expert 
services unrelated to the audit. 

Sarbanes-Oxley Act, Section 103(a)(3)(B). 
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Statutorily Established Standards-Setting Priorities 

The Act itself sets forth the PCAOB's initial standards-setting agenda. First and 
foremost on this agenda is a standard for the auditor's attestation on management's 
assessment of internal control over financial reporting, as required by Section 404 of the 
Act. This provision required both the SEC and the PCAOB to promulgate rules. 
Section 404(a) required the SEC to promulgate rules requiring management to assess 
and report on the effectiveness of internal control. The SEC did so in June 2003, and 
its rules now require public companies to file such reports, with annual reports for fiscal 
years ending on or after June 15, 2004. Section 404(b) requires registered public 
accounting firms to attest to management's report on its assessment of internal control, 
consistent with attestation standards established by the PCAOB. In order to have a 
permanent standard in place in time for auditors to use in audits completed in June 
2004, the PCAOB has already begun developing the standard, by holding a public 
roundtable discussion on internal control in July 2003 and issuing a proposed standard 
at a public meeting held last month. 

Good internal control over financial reporting is essential for a public company to 
meet its obligations to protect its investors. Thus, the professional standards that the 
PCAOB is setting in this area are central to the mandate to protect investors and vital to 
furthering the public interest in the preparation of informative, fair, and independent 
audit reports. 

While addressing Section 404 is the PCAOB's most pressing standards-setting 
assignment, it is far from the only one. The Act also mandates that we establish 
requirements for audit documentation, for second-partner reviews, and for quality 
control standards for audit firms, and we are diligently and rapidly working on those 
subjects. Therefore, last week the Board proposed a standard on audit documentation, 
together with a proposed amendment relating to documentation to the interim standard 
on using the work of another auditor. 

The PCAOB has also announced plans to review systematically all of the interim 
professional standards, including the interim ethics and independence standards, and to 
determine whether they should be modified, repealed, or made permanent. We plan to 
consider and establish priorities for conducting this review once we have formed a 
standing advisory group, in order to obtain the benefit of the group's advice. 

Current Rules on Auditors' Provision of Tax Services 

As directed by the Act, the SEC adopted new independence rules in order to 
implement Title II of the Act in January of this year. These rules, which became 
effective in May 2003, address key aspects of auditor independence with special 
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emphasis on the provision of non-audit services. The rules expressly prohibit eight 
categories of non-audit services, as required by Section 201 of the Act,.- The SEC's 
rules also implement the Act's requirement, in Section 202, that all auditing services, 
and those non-audit services that do not satisfy a de minimis threshold, be preapproved 
by the company's audit committee. 

Neither the Act nor the SEC's rules prohibit tax services that are preapproved by 
the company's audit committee (unless, of course, those services also fall into one of 
the categories of expressly prohibited services). Rather, the Act expressly recognized 
that accountants "may engage in any non-audit services, including tax services," that do 
not fall into one of the prohibited categories, provided that each service is approved in 
advance by the audit committee.®' The SEC's adopting release on its new rules noted 
that there had been considerable debate regarding whether an accountant's provision of 
tax services for an audit client could impair the auditor's independence. The SEC 
determined not to prohibit tax services, however, in part because audit firms - both 
large and small - have long played a part in return preparation and have advised their 
clients on the complexities of the tax code and how it affects the client's tax liabilities. 
Thus, the SEC "reiterated its long-standing position that an accounting firm can provide 
tax services to its audit clients without impairing the firm's independence * * * [and] may 
continue to provide tax services such as tax compliance, tax planning, and tax advice, 
to audit clients, subject to normal audit committee pre-approval requirements * * 

While the SEC made clear that it did not consider conventional tax compliance 
and planning to be a threat to auditor independence, it distinguished such traditional 
services from the marketing of novel, tax-driven, financial products, which the SEC 
noted raise some serious issues. The SEC's release thus cautioned that audit 
committees should "scrutinize carefully” the retention of the auditor in a transaction 
initially recommended by the auditor. Moreover, the release referred to the 
recommendation of the Conference Board's Commission on Public Trust and Private 
Enterprise that, as a "best practice," auditors not provide advice on "novel and 
debatable" tax strategies and products.-^' Further, since the SEC's release, the AlCPA 
has also suggested that "advice on tax strategies having no business purpose other 


See supra note 6. Section 201 also authorizes the Board to add to the 
Act’s eight categories of prohibited non-audit services. 

See Sarbanes-Oxley Act, Section 201(a). 

^ Securities Act Release No. 8183 at § I1.B.1 1 (January 28, 2003). 

— Id- at note 112. 
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than tax avoidance is an appropriate dividing line for activities that should be prohibited 
to auditing firms registered under the Sarbanes-Oxley Act."—' Thus, there appears to 
be consensus that auditors ought not to be selling abusive tax shelters to public 
company audit clients. 

The PCAOB's Tools to Evaluate and Address the Use of Abusive Tax Shelters to 
Manipulate Financial Statement Earnings 

The PCAOB has a variety of tools to help address problems caused by the use of 
tax strategies designed to inflate financial statement earnings. First, as part of the 
Board's inspections of registered firms' audits of public companies' financial statements, 
we will identify, and examine how firms audit, questionable, tax-oriented transactions. 
We will also look for auditors' involvement in structuring transactions that they sell to 
their audit clients. The Joint Committee on Taxation found that Enron's auditor, Arthur 
Andersen, had promoted and provided an opinion on two of the 12 structured 
transactions that the Joint Committee examined and challenged. Given Arthur 
Andersen's involvement in the transactions, the Joint Committee also questioned the 
firm's ability to audit the transactions with impartiality. 

Because we are only beginning to build our inspections program, we cannot 
today assess the current extent of promotion and use of corporate tax shelters and 
products to public company audit clients. We will, however, scrutinize the accounting 
and financial statement presentation of transactions that we discover through our 
inspections program, including specifically through our reviews of selected audit 
engagements. In addition, by looking at auditor compensation, promotion, and retention 
issues, our inspections will identify a firm's policies and practices that create incentives 
for firm audit personnel to promote such transactions to their clients. 

Therefore, while existing laws and regulations may not ban auditors from 
promoting and giving tax opinions on complex, structured transactions to their audit 
clients, both auditors and public companies should expect heightened scrutiny of such 
transactions. The prospect of that scrutiny may help to influence the relevant parties - 
corporate managements that are attracted to the transactions, audit committees that 
must approve auditors' work on the transactions, and auditors that must attest to the 
propriety of the accounting treatment of the transactions - not to engage in questionable 
transactions. 

Second, through our authority to discipline registered firms and associated 
persons, we may impose stiff penalties for failing to audit such transactions adequately 


^ "SEC Proposals on Auditor Independence, Non-Audit Services Affect Tax 
Practitioners," 83 The CPA Letter at 1 , 4 (February/March 2003). 
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and impartially. These penalties include revoking a firm's registration and banning 
individual accountants from working on audits of public companies. We also have 
lesser sanctions in our arsenal, such as imposition of an independent monitor to review 
the firm or person's audit work and of tailored audit quality control measures. 

Finally, the Board has the authority to commence a standards-setting project to 
address problems related to audit quality, including, for example, by adopting new 
auditing, ethics or independence standards. The Board’s authority to prohibit a 
registered firm from providing certain non-audit services is restricted, however, to 
limiting the services that a registered firm may provide to an audit client, and the Board 
cannot directly prohibit a registered firm from selling tax shelters to non-audit clients. 
Therefore, even adding to the list of prohibited services may not ensure that an auditor 
who has sold such a strategy to a non-audit client is any more impartial when he or she 
audits a similar transaction purchased by an audit client from another promoter. 

The Board also has the authority, however, to develop and impose additional 
auditing procedures. If registered public accounting firms and their associated persons 
conduct audits properly and impartially, then the financial statement effects of 
aggressive - even if arguably legitimate - tax-oriented transactions should be 
transparent, which would essentially defeat the purpose of transactions whose only 
purpose is to make the financial statements look better. The Internal Revenue Service's 
list of punishable abusive tax shelter devices may, by necessity, lag practice (such that 
by the time a transaction joins the list, the field has already moved onto another type of 
transaction), but outside accountants audit the financial statements of companies who 
choose to engage in these transactions on a current basis. Just as Arthur Andersen 
had year-round offices at Enron's headquarters, the auditors of the largest companies 
are often "in the field" auditing much of the year. In addition, companies that engage in 
complex transactions typically ask their auditors to bless such transactions before 
completion. In order to be sure of the transaction's financial accounting treatment. 

Abusive, or even very aggressive, tax strategies undertaken primarily to have an 
impact on a public company's financial statements may be difficult for regulators and 
other investigators to find, but auditors are in a unique position to identify them. If the 
accounting profession chooses to rise to this challenge, then it will reap the benefits of 
renewed confidence in the integrity of its professionals. If the accounting profession 
shrinks from the challenge, then we will address it for them. 

Conclusion 

With the Congress's vision in establishing authority for independent standards- 
setting, registration, inspection, investigations and discipline, you have given the 
PCAOB the responsibility and the tools to build a new future for auditing public 
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companies. I have faith that my fellow Board members and our staff will live up to your 
expectations. 

I have not been shy about telling members of the accounting profession that we 
expect a lot from them, and that they will have to work harder than they could have 
imagined before enactment of the Sarbanes-Oxley Act, We will scrutinize accounting 
records, accountants' practices, and we will adjust the rules as necessary. In the wake 
of Enron and Arthur Andersen, the accounting profession was weighed and found 
wanting, but it was given a meaningful shot at redemption. In my mind, facilitating that 
redemption, and not just punishing miscreants, is a key objective - one that the Board 
must not lose sight of even when we are, as we will need to be, tough on the profession. 

What's at stake for all of us is the trust of the American people in our markets and 
the companies that drive our economy. We have an opportunity to reclaim that trust. 
As we work toward that objective, my fellow Board members and I look forward to a 
long and constructive relationship with this Subcommittee. 

Thank you. 
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Introduction 

Thank you for the opportunity to testify today on the Federal Reserve’s continuing efforts 
to advance corporate governance, risk management and internal controls at banking 
organizations. I would like to note that my testimony today reflects the views of Federal Reserve 
supervisory staff, and not necessarily those of the Board of Governors. 

Numerous governance, accounting, and legal compliance failings within publicly held 
companies, including those delineated in this Subcommittee’s investigation of the Enron debacle, 
have been identified over the course of the past two years. The Subcommittee’s current 
investigation into the role of professional firms in the development, marketing, and 
implementation of abusive tax structures highlights once again the critical need for effective 
corporate governance, risk management and internal controls to guide organizations’ business 
practices and activities, thereby promoting compliance with all laws and regulations and 
safeguarding firms’ franchises. 

Federal Reserve staff has not reviewed the specific abusive tax structures that I 
understand to be the focus of today’s hearing, and, as you know, bank supervisors are not tax 
experts, nor ai'e they responsible for the oversight of tax compliance by banking organizations or 
their customers. However, I appreciate the opportunity to talk to you today about our 
supervisory requirements and expectations for banks involved in complex structured 
transactions, some of which are tax driven, and about some of the continuing enhancements to 
our supervisory processes to better address banking organizations’ risk management and internal 
control infrastructures. 

Perhaps to an even greater extent than those in other industries, financial services 
organizations face substantial challenges in ensuring that risk management practices and internal 
controls are designed to fully address the wide range of traditional and more recently-identified 
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nontraditional risks emanating from the products and services offered by a rapidly evolving 
financial industry. While these financial products provide many legitimate benefits to bank 
customers and to the economy as a whole, they can also be misused, and in the process, create 
risks for banking organizations. With recent events such as corporate accounting scandals and 
large bankruptcies, banks have learned that involvement in some transactions can result in 
significant legal costs and reputational damage, in addition to major losses on extensions of 
credit. All of these risks need to be recognized by senior management of banking organizations 
and effectively managed and controlled. In this regard, it is the longstanding expectation of the 
Federal Reserve that banking organizations have comprehensive corporate governance programs 
to ensure that the entire range of an organization’s activities and practices are in full compliance 
with all applicable laws and regulations. 

Banking organizations appear to be actively responding to the lessons of recent events. 
Supervisory assessments of management processes around structured transactions indicate that 
various additional control mechanisms, such as internal business review committees and more 
intense due diligence by key risk control functions within banks, are being instituted to assure 
appropriate senior-level management attention to proposed transactions, particularly to the legal 
and reputational risks involved. 

Role of Supervisors 

At the outset, it is important to provide some background on the Federal Reserve’s role as 
supervisor of banking organizations and our relationship with other supervisory authorities in 
carrying out our responsibilities. The primary focus of the Federal Reserve’s supervision is 
ensuring an institution’s safety and soundness, as well as compliance with banking and consumer 
laws and regulations, in a way that protects the deposit insurance fund and the consumer, while 
promoting stability of the financial system. 
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To accomplish these goals, the Federal Reserve uses a risk-based approach to supervision 
in which examiners focus primarily on areas posing the greatest risk to the banking organization, 
and on the overall adequacy of an organization’s risk management and internal controls as 
measured against not only regulatory standards and expectations, but also against the evolving 
practices of well managed firms. To promote the proper functioning of these systems, examiners 
review selected transactions across business lines to identify whether written policies and 
procedures are being followed. 

In the case of more complex transactions and business practices that can pose higher 
levels of operational, legal and reputational risk, examiners seek to determine whether the 
banking organization has a process in place for obtaining its own legal, tax and accounting 
approvals from key control functions within the organization and, when appropriate, from third 
party professionals. Examiners are not legal or tax experts, and as has become increasingly 
apparent, abusive tax structures are often designed to resemble legitimate tax transactions and, 
by their very nature, can be highly complex, varied, and extremely difficult to detect. With the 
exception of the banking and consumer protection laws for which the Federal Reserve has 
enforcement responsibility, examiners are not trained to identify violations of non-banking laws 
or compliance with the tax code. Nor are they qualified to perform an independent legal or tax 
analysis of transactions or business practices. 

It is the responsibility of each banking organization to develop an appropriate control 
structure to ensure that all transactions entered into are legal and in the long-term best interest of 
the banking organization, and tliat they do not compromise the organization’s financial 
condition. While banking organizations have the responsibility to perform their own due 
diligence of transactions and business activities, it is important to note that banking 
organizations, of necessity, rely to a considerable extent on other parts of the financial and legal 
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infrastructure. Accounting and legal firms are key components of that infrastructure. To the 
extent these important components of the financial system are not performing their appropriate 
duties, the operations of banking organizations will inevitably be affected. 

When weaknesses in corporate governance or risk-control infrastructures are identified 
by the Federal Reserve, other bank supervisors, functional regulators, or law enforcement 
authorities, the Federal Reserve stands ready to use its full complement of supervisory and 
enforcement tools. The supervisory objective is to ensure that banking organizations implement 
appropriate corrective actions to address any financial weaknesses, promote compliance with 
laws and sound banking practices, and protect the federal deposit insurance fund. 

Supervisory Requirements and Expectations for Banking Organizations 

Some basic principles and expectations for banking organizations guide our work in 
assessing business activities and risks. First, and most obviously, banking organizations must 
obey the law. In particular, they must have policies and procedures in place that are followed by 
their employees to ensure that they are in compliance with all laws and regulations. The laws 
most commonly applicable include banking, consumer, securities and tax laws, whether federal, 
state or foreign. 

Second, banking organizations should perform thorough due diligence on the transactions 
or business activities that they are involved in and check with key legal, accounting and tax 
authorities within their own organizations, as well as independent third-party professional 
experts when appropriate. However, banking organizations ordinarily should not be held legally 
responsible for the judgments, actions or malfeasance of their customers, or third-party 
professional advisers. Nor, as a genera! rule, should they be required to second guess their 
customers’ accountants, tax or legal experts, or to police their customers’ and third-party 
professionals’ business activities. Such an expectation would require, inappropriately, banking 
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organizations to assume management responsibilities outside of their control, create potential 
legal liability that would compromise their ability to perform their role as financial 
intermediaries or threaten their safety and soundness, and place significant costs on banking 
organizations to audit the activities of their customers and professional advisers. 

On the other hand, banking organizations should not, of course, participate in activities 
that they know or suspect to be illegal, and they must maintain controls and procedures to ensure 
that they are not knowingly facilitating illegal activities by their customers or business 
associates. Moreover, banking organizations should not engage in borderline transactions that 
are likely to result in significant reputational or operational risks to the organization. 

Third, in those cases where a banking organization does become aware of fraudulent or 
criminal activities by their employees, customers, or business associates, they are required by 
federal law and the Federal Reserve’s and other bank regulators’ regulations to file Suspicious 
Activity Reports (SARs). If for any reason a banking organization does not fulfill this 
obligation, the SAR would be filed by the bank’s supervisor. SARs are available electronically 
to all the federal, state, and local law enforcement agencies with interests in investigating and 
prosecuting crimes involving banking organizations. This includes the Criminal Investigations 
division of the Internal Revenue Service. 

Fourth, the role of banking organizations is to assume and manage all the attendant risks 
related to their activities as financial intermediaries. Before banking organizations offer new 
products and engage in new activities, they should evaluate all the dimensions of risks, including 
credit, market, legal, operational and reputational risks. In light of recent events, banking 
organizations are re-evaluating the risks related to both their traditional and their new products, 
recognizing that as financial markets and practices change, legal and reputational risks may 
manifest themselves in new ways or in magnitudes not previously recognized. Moreover, as 
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practices and products change, banking organizations must build appropriate mitigating controls 
to manage the evolving risk exposures and ensure that a process is in place to assess the 
effectiveness of those controls over time. 

Finally, banking organizations must recognize that although they are not directly 
accountable for the actions of their customers or the third-party legal and accounting 
professionals with whom they have business dealings, to the extent their names or products are 
implicitly associated with misconduct by those parties, additional legal and reputational risks 
may arise. Such risks may ultimately lead to significant costs and if these risks are not 
recognized and addressed, they could affect an organization’s financial health. Banking 
organizations should be particularly vigilant that any business relationships with third-party legal 
and accounting professionals do not cloud the independence of those professionals, rendering 
their opinions and recommendations unreliable. Moreover, a banking organization must also 
seek to ensure that any non-audit or other business relationships with the external audit firm 
engaged to opine on the organization’s public financial statements do not contravene the auditor 
independence standards. 

Supervisory Activities 

For its part, the Federal Reserve focuses its supervisory activities on reviewing the 
methods used by banking organizations to identify, evaluate, and control all dimensions of risk 
associated with the organization’s business activities, including operational, legal and 
reputational risks. Safety and soundness is dependent on strong overarching corporate 
governance programs that clearly establish an organization’s risk appetite and tolerance levels. 
Such programs must be fully supported by written policies and procedures and well-developed 
control infrastructures that dynamically evolve to maintain effectiveness as new products and 
risk combinations or conflicts of interest emerge and new business initiatives are undertaken. 
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Active independent risk management, internal audit, and compliance functions are crucial 
elements of each banking organization’s control process. 

Recent events have influenced the thinking of supervisors as well as banking 
organizations on effectively targeting resources toward more vulnerable points within an 
organization’s risk-management structure. In particular, events have reemphasized that in 
developing the scope of a supervisory review, factors used to prioritize reviews should go 
beyond standard balance sheet measures of risk to include an individual customer’s or business 
line’s overall contributions to revenues or profits. Highly profitable or rapidly growing business 
lines, relationships, or new products and services, in addition to large credit or market exposures, 
are also activities for which the adequacy of internal checks and balances needs to be 
appropriately tested and, where warranted, reinforced. 

Clearly events of the past two years have focused banking organizations’ and bank 
supervisors’ attention on the legal and reputational risks associated with complex structured 
transactions. For its part, the Federal Reserve has initiated a number of actions to strengthen our 
supervisory processes and to promote the remediation of identified problems. 

As a result of our examination of banking organizations’ relationships with Enron, the 
Federal Reserve, along with other bank and securities regulators, conducted special reviews of 
banking and securities investment firms to develop a more complete understanding of how each 
institution oversees its structured financing activities and controls the associated risks. In 
conducting these reviews and in our supervisory follow-up, the Federal Reserve has been clear 
regarding our expectations that banking organizations should have effective internal controls that 
comprehensively assess the risks associated with legal compliance, including compliance with 
tax laws. Formal, Enron-related supervisory enforcement actions taken publicly by the Federal 
Reserve last summer, in coordination with other regulatory and law enforcement authorities. 
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underscore supervisory expectations regarding the need for banking organizations to address 
weaknesses in interna! controls and risk management relating to complex structured transactions. 
In addition to ongoing supervisory efforts, we are also working with other bank and securities 
regulators to develop supervisory guidance on appropriate controls and risk management systems 
relating to complex structured transactions, including those specifically designed for tax 
purposes. 

The Federal Reserve has used the lessons learned over the last couple of years to make 
some refinements to our risk assessments and supervisory programs for large complex banking 
organizations. Specifically, we have increased our emphasis on, and review of, organizations’ 
management of legal and reputational risks. Among other things, increased focus has been put 
on the adequacy of new product approval processes, the management of large or highly 
profitable customer relationships, and controls over the use of special purpose entities. 

Examiners are also increasing efforts to review basic internal control infrastructures at banking 
organizations, including examination of board and management oversight and reporting, 
corporate-wide compliance activities, and internal audit functions. 

Conclusion 

In closing, it is clear that effective corporate governance programs and internal control 
processes will continue to be crucial to the success of banking organizations and corporations 
more broadly. These programs and processes must be rigorous and they must adjust to ensure 
the detection and control of all risks stemming from new products and services and from their 
interactions with existing businesses. Equally important to the effective identification and 
management of new and emerging risks, however, is a robust internal control infrastructure that 
enables organizations to maintain compliance with all laws and regulations, including tax laws. 
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Supervisors will continue to focus on risk management and control processes in order to 
foster safety and soundness, financial stability, and compliance with applicable laws and 
regulations. Supervisory activities wilt continue to reinforce recent actions taken by banking 
organizations to address weaknesses and, whenever necessary, require further corrective action. 
Supervisory efforts are directed at encouraging banking organizations to enhance their new 
product review and approval procedures, and to strengthen their overall approach to identifying, 
managing and controlling legal, reputational and other operational risks. 

Of course, no system of official oversight is failsafe, and supervisors cannot detect and 
prevent all control or management failures. However, strong and effective supervision, 
including the use of supervisory enforcement tools, bank managements’ recognition of the need 
to maintain sound corporate governance, risk management and internal control infrastructures, 
and the workings of market discipline, should result in continued improvements in the 
management of legal and reputational risks. 
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Knowledge of Counter Parties 

“The principal design of this scheme is to generate significant 
capital losses for U.S. taxpayers which can then be used to offset 
capital gains which would otherwise be subject to tax.” 

-Undated internal UBS memo regarding FLIP, Bates UBS000006 

“If a U.S. company/individual has a $100 million dollar capital 
gain. . . they are more willing to pay $2 to $4 million to generate 
a tax loss to offset the capital gain and corresponding taxes.” 

-Internal Quadra memo regarding FLIP (8/12/96), Bates UBS000002 

“Target Customers : Capital Gain of $20 Million or more. 
Potential Benefits : Individual Capital Gain Elimination.” 

-Enhanced Investment Strategy Release from First Union (now Wachovia) regarding FLIP 
(2/2/99), Bates SEN-009397 


"7% [is the] fee (equity) paid by investors for tax sheltering." 

-Undated notes of HVB employee regarding BLIPS, Bates HVB000204 

“It is imperative that the transaction be wound up... due to the 
fact that the [High Net Worth] individual will not receive his/her 
capital loss (or tax benefit) until the transaction is wound up.” 

-Undated internal Deutsche Bank memo regarding BLIPS, Bates DB BLIPS 01961 


Prepared by the U.S. Senate Permanent Subcommittee on Investigations, 
Subcommittee Staff of Carl Levin, November 2003 
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Randy Bickham - KPMG, Palo Alto 
John Harris • KPMG, Denver 

From Roben D. Simon Steno Im 

KPMG Peal Marwick LLP Ref p\as«s\inoon\siinon\nwn>os\i:^is 


I thought it might be useful to summarize some of my comments with respect to OPIS. You will 
undoubtedly recall that Larry DeLap charged us with the development of (i) a product that could be 
the subject of a more likely than not opinion ar-d f ii) a product that was sufficiently different from 
the FLIP transaction that we could justify re^stering the current product (but not FLIP), i believe 
that In its current stale, the product fails on both counts, i disagree on vourconckision. We believe 
we can v-ritc a more iikelv tlran not and expect DPP to agree. Funhennore. Presidio has offered to 
register the produci in the event that vve conclude this is necessary . 

If OPIS is not exactly the FLIP product, it is, in the words of J. Harris, **son-of-FLIP.” In my view, 
OPIS incorporates very few of the positive features of the LLC product previously submitted to 
Lany DeLap. The onussion of these features is significant not only in a substantive sense, but 
because many were in direct response to concerns raised by L. DeLap and C. Bloom. Obviously, we 
are probably not going to have a produci unless these concerns ar% addressed. All of the features in 
the LLC product were vetted and cleared with Bob Pfaff and J. Larson; indeed; B. PfafT presented 
the revised produci to a group of international lax leaders in December. 




KPMG 0010729 


Permanent Subcommittee on Investigations 

EXfflBIT #2 




387 


kpragPeot Marwick lip 

February J9, 1998 
Page 2 

] am not unimndfu! of the fa:i thai many of the features of the LLC product had an economic cost to 
the investor, however, each also had an impoitani lax benefit. Of course, given a choice. Presidio 
would rather not Incorporate femures that increase the cost of the deal to the investor, and it is to 
their credit if they can get us to agree. However, like it or not, we do have different considerations. 
We are the firm writing the opinitms. Uhimately, if these deals fail in a technical sense, it is KPMG 
which will shoulder the blame. Agree. 

The following are some of my general observations: 

( I) The use of debt, possibly the most critical departure from FLIP, was an integral conponent of the 
LLC structure. To paraphrase Bob PfafTs words, the use of debt strongly enhanced the deal from a 
tax perspective, because it guaranteed that our NRAs were truly at risk, hi OPIS, the use of debt has 
apparently been jettisoned. If we can not structure a deal without at least some debt, it strikes me 
that all the investment banker's economic justification fw the deal is smoke and mirrors. (By the 
way, we still haven’t received Presidio’s invesiroeni analysis showing the economic upside of the 
FLIP product). If 10-25% of U.S. investor’s investnwni is in the form of debt. Presidio should be 
able to conclude that the debt will likely be repaid. We tliorouahlv evnlorcd the ability to use debt 
in this context. However, after extensive discussion, we could not act comfonahle that we could get 
any assurance that it w'ould be repaid in a sufficient amount and a signiHcani number of times that 
we could credibly argue it w.ts true debt. Without such expectation of reoovmeni. the instrument 
would fail. The Swan idea w.-ls n creative altcmauve to the use of debt. 


Proprietary Material 
ConfldentiaUty Requested 
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(2) In roy discussions with John Harris, orje thing that John and 1 feel strongly about is that the entire 
business purpose for the deal hinges upon fteskJto’s investment ana)>^js. Indeed, the opinion states 
that investor has reviewed the invesimoit analysis before undertaking the transactions. For this 
reason, we behevc that the investment analyds must be reviewed by us (whatever the terms of the 
ultimate deal) before we can sign off on it Obviously, the investment analysis should be attached to 
any opinion submitted to L. DeLap. I fully agree. Wc have communicated this both to Presidio and 
DPP. We have been told this analysis is in process and will he provided with input from DB ;mtl 
DMG. 

(3) The oiUy thing that really distinguishes OPIS (from FLIPS) from a tax perspective is the use of 
an instrument that is purported to be a swap. 1 agree that the use of a swap has some interesting 
possibilities. However, the instrument described in the opinion is not a swt^j under I.R.C. §446. . 
Rick Snlwav doe.s not share your opinion. Indeed, when coupled with the NRA's fMefetred return 
(which Randy mentioned) a fairly strong argument could be made that the U.S. investor has nothing 
more than a disguised partnership interest. While this is aKvavs an i.ssue (similar to the RR 82-150 
issue in version 1 ). Richard Smith did not consider this a large risk. Bv the way, Bob Pfaff has 
stated on several occasions that the NRAs would be truly ut risk for their investments (and I 
understood that there would be no preferred return). Without mte economic risk, the NRAs true 
characterization is probably that of a service provider or debt holder (or possibly a preferred 
shareholder). Obviously, any of these characterizations would lead to the conclusion that the U.S. 
investor is the equity holder (and the direct recipient of millions of dollars of Income) . Before OPIS 
can be implemented. Presidio has indicated that they must review the structure with their NRAs in 


Proprietary Material 
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order lo determine wherlier the strateoy is acceptable lo them. Thev believe that the NRAs will like 
ihc new srmctiire and will agree lo live with their added invesinwnl exposure. 

(4) If, upon audit, the ERS were to challenge the transaction, the burden of proof will be on the 
investor. The investor will have to denwnstrate. anK»ig other things, that the transaction was not 
consummated pursuant to a firm and fixed plan. Think about the prospect of having your client on 
the stand having to defend against such an argunaent The client would have a difficult burden to 
overcome, especially if all the transactions were carried out between Mm and the bank (and 
Presidio). The failure to use an independent 3rd party in any of the transactions indicates that the 
deal is pre-wired. This issue was a significant concern of G. Bloom (in the FLIP transaction). 
Nevertheless, the OPIS structure drops the concept (contained in the LLC memo) of using unrelated 
third parties to cany out at least some of the transactions. OPIS does not summarily dismiss this 
idea. In fact, we know of certain clients who executed the long trades in the FLIP trnnsaciioii 
through their own brokers. Tins is po.s.sih{e also in OPfS. The opinion letter docs not oresunpose 
who wHIl execute each nhasc (e.xcent will) reference to tltc redcinmion and out of the monev ooiion 
nuichase. as \vc have previously discussed). However, a significant strength of OPIS is that it will 
be marketed as an intevtated invesiincnt strategy as designed bv fh-esidio. the inve.stmeni advisor. 
Given the integrated structure of tlie ovcral) investment plan and the commensurate benefits which 
could he realized bv a US person (due to added leverage), it did seem actually countcmroductivo for 
Presidio to NOT have control over all aspects of execution. Such an investment plan would not be 
common without a coordinated execution strategy hv the advisor. 
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(5) The concept of purchasing the long position several weeks before the establishment of the 
Cayman company (and the ensuing trades) was also eliminated without explanation. This was an 
important feature in that it pul the holder ai risk for at least several weeks. As a practical matter, 
there is already some lag lime between the purchase of the long position and the other transactions. 
Indeed, Pfaff and Larson agreed to formalize a delay of several weeks. Tliis is possible with the 
OPIS oiogram (it is .simnlv not .iddressed in the opinion t. In fact, there is no ohjcction from 
Presidio, KPMG. or the prosrtectivc clients. However, the client is actually at risk with restvet to 
Ute long shaics fortlie entire time that they oum those sitares. We cannot understand what possible 
benefu dtere inav be from mismatching the timing of tlie purchase of liic ion” shares from the 
indirect invesmteni via the Cavman structure. Again, without a clcai iindersiandins of the benefit 
vou hope to achieve, it seems couniemroductive to structure this purchase in a wav which would not 
he common In integrated mai'kct investment programs. 

(6) There is no mention in the opinion of President Clinton's proposal prescribing regulatory 
authority on foreign built-in losses. The Adnunistration is concerned that taxpayers are acquiring 
built-in losses incurred outside the U.S. taxing jurisdiction or are seeking to generate related income 
and loss in circumstances where the income is attributable to a foreign entity. Does Uus sound 
familiar? Any marketing of this transaction would have to directly address this proposal. Agreed. 
This is speciftcadv one of the reasons whv this product must get off tire shelf and into clients hands. 
As vou know, the tTroposal currently ha.s an effective date which will conespond to the date of 
enactment. 
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(7) 1 have always wondered about the relevance of the discussion on the dividends - received 
deduction. Putting aside its theoretical relevance, h does not seem that we could include it without 
also citing similar risk of loss ctmcepts contained in Notice 98-5. The Notice deals with transactions 
(including total return equity swj^j) in which furrign tax credits are effectively purchased by a U.S. 
taxpayer. If the risk of loss concepts of Notice 98-5 were applied to OPIS, 1 doubt that the investor's 
ownership interest would pass muster. I must defer on titis issue to Raitclv/Pfaff. If this is ii now 
issue, obviou-slv we must ensure that it has been pionerlv a-sscssed. I do not recall vour raising this 
i.ssue trt our conference call. 

(8) Nothing was done to shwe up the status of the Cayman Islands company. As you may recall, the 
lack of any substance (to the Cayman conqxiny) was the primary objection of an attorney from a 
prominent firm (who was reviewing the FLIP product for his client). The LLC memorandum to 
DeLap suggested some possibilities in this regard. As it stands now, the Cayman company remains 
extremely vulnentble to an argument that it is a sham. Tliis is an area which we have talked ahntu 
for some time, but have been unable to achieve a realistic soimion. However. OPtS does make more 
sense in that its suuciurc i-s primarily an offshore investment partnersbip between tl^e U.S person and 
an NR A. As such, it would not be unconmion for such an eniitN’ to h.ive no emnlovces. directors, or 
assets (other than iiive.stment a.s.setsi. There is still a de.sire to nut some additional meat on the 
Cavman com, however, that entitv’.s ouroo.se is to provide additional liabilir\> protection to the NRA. 
and to play the role of dte manager of the LLC. In the US. .such a structure for an investmem 
portfolio (securities, real estate, etc) would not be unconmmn without dedicated employees of the 
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eiuities. The Cavman entities will continue to have local diroctoii> wilh ihc apprc^prinie legal 
icsDonsihilities and control. 

(8) I generally !^ee with the abandonment of a pre-establishing holding period, so long as the 
purpose for its abandonment is not to compress the transaction within an even shorter period. It 
should be recognized that transactions which span a short period of lime are more vulnerable to a 
step-transaction analysis. Because there is one favorable case involving a i 10 day holding period, 
the LJLC product used such period as a benchmark. Tire abandonment of a daily iiokUng period 
requirement done NOT to allow for shorter Irnnsaction pcriod.s. h wa.s done, again, to make the 
.strategy conform to an investment strategy. No credible investn\cnt strategy would be designed 
around daily holding periods, tbev are dependent on price movements of tire investment. Tliis will 
be built into our invc.simcnt modeling and will make sense given our expectation of nrorn. 

(9) No further attempt has been made to quantify why I.R.C. §165 should not apply to deny the loss. 
Instead, the argument is again made that because the law is uncertain, we win. Recognize that the 
Tax Court position in Pox (which adopted a primary p’ofit motive lest) is based upon dicta of the 
U,S. SujM'cme Court in National Grocery. As we discussed in our conference call, there .rimolv is- 
nothing else to sav on this topic. 1 believe John Harri.s agreed drat, after his extensive review of this 
area, we could do no better. This however, is one element of why the .simtegv is only a “more- 
1ikelv-than-not*\ 
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OPIS Tax Sbdter Reg istratioQ 

Attached is a memorandum from JelTZysik (Tax Innovation Center) concerning the 
potential hnandal consequences associated vinth facing to register a tax shelter under IRC 
section 611). purposes of this discussiort 1 mil assume that we will conclude that 
the OPiS produa meets the defitution of a tax shelter under IRC seaion 6 1 1 1(c). 

Based on this assumption, the following are my conclusioos and recommendation as to 
why KPMG should make the business’strategic ded«on not to register the OPIS product 
as a tax dteller. My conclusions and resulting reconunendation are based upon the 
immediate negMive impact on the Finn's strategic initiative to develop a sustainable tax 
products practice and the long-term impUcuions of establishing a precedent in registering 
such a product 

First, the fwawcial exposure to the Firm is winimal Based upon our analysis of the 
applicaUe penalty sections, we conclude that the pen^ties would be no greater than 
S14.000 per SlOQ.OOQ in KPMG fees. Furthermore, as the »ie of the increases, our 
expoure to the penalties decreases as a percentage of our fees. For example, our 
average deal would result ir» KPMG fees of $360,000 with a maximum penalty exposure 
of only $31,000 

This fijTther assumes that KPMG would bear 100 percent of the penally In fact, as 
explained in the attached memo, the penalty is joint anJ .wurra/ with respect to anyone 
involved in the product who was required to regisier Given that, at a minimum. Presidio 
would also be required to register, our share of the penalties could be viewed as being 
only one-half of the amounts noted above. If other OPIS participants leg. Deutche 
Bank. Brown A: Wood, etc, ) were also found tobepromottrssubjea to the registration 
requirements. KPMG's exposure would be further minimiaol. Finally, any ultimate 
exposure to the penalties are abatable if it can be shown that we had reasonable cause. 

Second, the culei uoder lectioo dll Kcl have not changed sienificantlv since they 
were imposed in 1984. While there was an addition to section 611 1 in the 1997 Ta-X 
Act. it only applies to produas marketed to corporate investors under limited 
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draamstances. To my knQ^^edge. the Firm bu never registered a prcKiuci under seaion 
6111. 

•niiiri. Ihe m comiaawitv at hree cewtinaw la avoid registmrion of afl nreduets. 
Based on knowledge, tte represenuuons made by Presit&o and Quadra, and Larr>* 
DeLap's discussions with his counterparts ai other Big 6 fbms. there etre no tax products 
marketed to im^duah by our con^fetUon yehlch ore registered. Tlus includes income 
conNwion strategies, lossgen<ratioA techniques, and other related strateipes- 

Should KPMG dedde to begin to raster its tax products. I bdieve that it will portion 
us wnth a severe competitive tUsadvamage tn li^t of industry norms to such degree that 
we win not be id)le to compete in rite tax advaruaged products market 

Fourth, rtiere has been (and, apnarentlv. continues to bel a Uck of enthusiasm on 
the part of the Service to enforce section dUI . In speaking with KPMG individuals 
who were at the Service (e.g. Richard Smirii). the Shnocc has apparently 
ignored enforcement cdforts related to section 6111. In infbrmai discussions with 
individuals currcfitly at the Servic& has confirmed that there are not many 
registruicm applications si^mined and they do not have the resources to dedicate to this 
area 

FinalK. the enidanee from Congress, the Treason-, and the Service is minimal, 
unclear, and eitremclv difficult to intertirtt when attempting to apply it to “tat 
planning** products. The Code section, regulauons and related material were dearly 
written with a view toward the sale of “tradhionaT tax i^elters That is. the rules 
anticipate that (here will be the sale cd a partnership interest by a promoter which 
purports to allow an investor to daim deductions significantly in excess of their 
inveameffl. While the rules are written broadly enou^ to arguably include OPIS and 
other purdy tax plaruurtg products, they are not easily applied to the marketing of an idea 
or strategy to a client which carries with it tax advamage 

Ahhough OPIS includes the purchase of securities by the investor, the tax results are 
driven simply by an imerpreution of the tqjplicaikm of Code section 202 and the 
regulations hereunder When coupled with the Service's apparent Uck of enforcement 
effort, the lack of specific guidance is a funher indication that the risk of noncompliance 
with the rules could be excused 


KPMG 0034965 


Proprietary MaterW 
ConEdentiaBly Requested 



395 


Marwick i.u> 

P^e3 

Distrftution List 
May 21 , 1991 


Based OB the above arfBiaeBts, it is my mommeRdation that KPMG does not 
register the OPI5 prodsct $t a tax sbdien Any financia) exposure that may be 
ai^licaUe caa easily be dealt with by setting up a reserve against feet coHected. 
Given the rdadvely aominal amount of such peteBttal penalties, the Urn’s 
financial results should aot be affected by tbis decision. 

In summary, I believe that Uie rewards of a successful mariteting of the OPIS 
product (and the competitive disadvanuges which may resuh from r^istration) 
far eiceed the fioancid exposure to penalties that nay arise. Once you have had 
an opportttBtQ' to review diis information,! raquesi that we have a coofmnee with 
the persons im the dbiributioR Ibt (and any other relevant parties) to come to a 
■conclusion with respect to ray recommendation. As you know, we must 
immediatdy ded with thb bsue In order to proceed with the OPIS prodact. 


DistribiiticMt List: 

Mark Sprmger 
Doug Amxnerman 
WdtCT Duel 
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Issuet What ts the financial consequence of failing to register a tax shelter, as required by 
section 61 n of the Imcnna} Revenue Code(Code}? 

Answen Section 61 ]l(i} requires a ‘'tax sheher otganiaer’* to register a tax shelter in the 
mann^ provided for by Ute S^reury na later than the first day on which the shelter is for 
sale. Figure to reipsier a tax shdter as ddined m sec. 6 1 U(c) may result in a penalty equal to 
the greata of SSOO or 1 percent of the “aggregate amount invested’' in the ux s^iclter.’ Sec 
6707(aK2}. Pursuant toTen^. Regs. 301.67D7-1T Q/A-l. “aggregate amount" is deteimined 
in the same manner as prescribed in temp. regs. 301.61 II-IT Q/A<2I. Q/.A-21 defines 
“aggregate amount*' as the amount “to be reenved lh>m the sale of interests in the investment 
and includes all cash, the fur market value of all propmy contributed, and the principal 
amount of all indebtedness received in exchange for interest in the investment . . .~ 

There is no authority that treats the amount of the deduaton allowable by reason of the 
investment u ^ “aggregate amount invested** for purposes of the sec 6707 penalty. 
Furthermore, because the amount of deductions potentially allowable by reason of an 
investment in a tax dtelter is a key conc^ in determirung if a tax sheher must be registered 
uetder sec. 61 1 1(c) fit is used to calculate the tax shelter ratio, set’ sec. 61 1 1(c)(2) and temp 
regs. 301.61 11« IT Q/A-SA:6), sec. 6707 could easily have referenced this amount as a foctor in 
calculating the penalty. Since sec. 6707 does not reference the possible deductions allowable 
as a factor in determirung the penahy. the amount of deduaions generated appears to be 
irrelevant in calculating the penalty 

blue: VVlio bears the burden of the penalty? 

Answer: The liability is joint and several among idl persons who had a duiv to reoister. 
Temp. Regs 301.6707 .it Q.'A-9 

bsue: Is there a reasonable cause exceptioit to the pestahy? 

Answer: Yes., there is a reasonaUe cause exception to re^siraiion Sec 6707la)C1X las' 
sefflence. Existence of reasonable cause is a factual quesdem All representations known (or 


Sim jez 

a«* e.'WMri'grar<«wuB’can\3S's<t:i* 
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CoRiias tliis penally lo (bat ^rpiicsble to cortfidential corpormc tax Alters Failure to regisier .1 
eonfideinia} corporate ia.\ shelter (defined a(6lll(d)i may rcsoh in a penally «i>«l leihe ptater ofSIti.iaKier 
50 |ierceN(75pcTcem if (be Iailute«iiHon«nal)oftIie fees paKJio all promweis Sec 070711x7} 
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which should have been fcnown) by a tax shelter orgaiuzer must be taken into account in 
determining if reason^le cause easts. A tax shelter organizer is deemed to biow all 
Infestations knovra by scitm of the ^teller. Temp. Regs. 301.6707-lT Q/A*4 

Issue: Are there other penalties whidi could apply in this ctrcumstance? 

Answer: It is dso possible t}»t the s^ 6700 penahy for promotion of an “almse tax shelter*' 
would apply. Hus poudty b the lesser ofSl.OOO or 100 percent of the gross income derived 
(or to be deri>nsd} by the promoter for each activity related to the shdter. The statute does not 
define “actiwty” and no ittgularions have be^ issued uiuier tius section. Sec 6700(a). 

Issue: Did the sec. 61 1 1 re^stration requirements change as a resuh of 1997 legislation'* 

Answen Yes, but not with respect to the requirement to register a product which b 
mariLeted to individual!. The defiiution of a sec. 6111 tax shelter was broadeied with 
respect to corporate taspaycn. Puraiant to new sec. 61 1 ](d}. if an entiiy. plan, vrangement 
or transaction has a significant purpose of avoidance or evasion of federal income tax: is 
ofi'ered under terms of confidentiality: and the promoters may receive aggregate fees in excess 
of SKKl.OOO: the entity, plan, arrangement, or transaction must be registered This provision 
does not apply to a product wluch b marketed to indhaduaJs provided it b not also offered to 
corporate taxpayers. Further, even if ofTn-ed to corporate taxpayers. 611 l{d} registration is 
not appUoiblt until regulations or other guidance b issued and. even then, w-ould be applicable 
only if offered under conditions of confidentiality. No such guidance has yet been issued 
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Issue: Wltat is the Gnancial consequence or faifing to register a tax ^iter. as lequired by 
station 6 1 U of the Intemai Re^miue Code (Code)? 

Answer: Section 61 IKa) requires a ’^ax shelter organizer** to register a tax shtiier in the 
manner provided for by the Secretary not iuer than the 6rsi day on which the shelter is for 
sate Failure to register a tax shelter as defined in sec 6U 1(c) may result in a penalty ^ual to 
the greater of S500 or I percent of the "aggregate amount invested" in the tax sbeit<»' ' Sec. 
6707(aX2). Pursuant to Temp Regs. 30L6707-IT (J/A*!. “aggregate amount” is determined 
- in the same manner as prescribed in temp. r^s. 30i.611l'lT Q/A-21 Q/A-21 defines 

"aggregate afflount” as the amount “to be received from the sale of interests in the investmem 
and includes all cash, the fair market value of ah propeny contributed, and the principal 
amount of all indebtedness received in exchange for interest in the investment 

There is no uithority that treats the amount of the deduction allowable by reason of the 
investment as the “aggregate amount invested” for purposes of the sec 6707 penalty 
Furthermore, because the amount of deductions potentially allowable by reason of an 
investment in a tax shelter is a key concept in determining if a tax shelter must be registered 
under sec. 6 U 1 (c) (it is used to calculate the tax shdier ratio, see sec. 6111 (cX2) and temp, 
rogs. 301.61 lUlT (VA<5ii:6). sec. 6707 could ea^ have referenced this amount as a factor in 
c^culating the penalty. Since sec. 6707 does not refmnce the possible deductions idtowable 
as a factor in deierminit^ the penalty, the atnmim of deductions generated appears to be 
irrelevant in calculating the penalty. 

Issue: Who bears the burden of the penalty? 

Answer The liability is joint and several among all persons who had a dun- to register 
Temp. Regs. 301.6707-1TQ/A-9, 

Issue: Is there a reasonaUe cause exception to the penalty? 

Answer: Yea,, there is a reason^le cause exception to registration. Sec 5707(a)(1). Iasi 
sentence. Existence of reasonable cause 1$ a factual quesnon All representations known (or 


Smps jcz 
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‘ Couwt this penaln to that ^phcrtlc to confidemial cotpomte tax slieiiers Failure to register a 
confidential corporate tax shelter idefirad at 6MI(d)) tna> result in a penati>- equal to the greater of Sin.tKX) or 
50 percent (75 {Krceni if the failure is inieniiotul) of the to paid to alt promoters Sec 670riat(X) 
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which should have been known) by a tax sheiler orgarner must be taken into account in 
determining if reasonable cause exists. A tax shdter organiaer is deemed to know all 
represertiaiionsknowm by sellers of the shelter. Ten^>. Regs 301 6707-1X0^^-4 

Issue: Are there other penalties which could apply ui tlus circumstance'' 

Answer: U is also posslUe that the sec 6700 penahy for promotion of an "abuse tax shelter** 
would apply. This penalty is the lesser ofSI.^X) or 100 percent of the gross income dnived 
(or to be derived) by the promoter for each activity related to the riielter The statute does not 
define "activity’' and no r^latjoRS have been issued under this section Sec 6700{a} 

Issue: Did the sec. 6111 registration requirnnems change as a result of i 997 legislaiion** 

Answer. Yes, but not with'rtspect to (be requirement to register a product which is 
marketed to individuals. The definition of a sec. 6111 tax shelter was broadened with 
respect to corporate taxpayers Pursuant to new sec. 61 11(d). if an entity, plan, arrangnnent 
or transaction has a significant purpose of avoidance or evasion of federal income tax; is 
offmd under terms of confidentiality; and the promoters may receive aggregate fees in excess 
of SIOO.OOO; the entity, plan, arrangement or transactbn must be registered. This provision 
does not apply to a product which is marketed to imfividuals provided h is not also offered to 
corporate taxpayers. Further, even if offered to corporate taxpayers, 611 t(d) registration is 
not cppiicable uniil regulations or other guidance is issued and, even then, would be applicable 
only if offered under conditions of confidenttafity No such guidaiKC has yet been issued 
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TO: 
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KPMG LLP 


FROM: 

Scott M. Knutson 

Gibson, Dunn & Crutcher LLP 


RE: 

BLIPS Tax Opiniofi 



Set forth below are our comments and observations regarding the tax opinion (the 
"KPMG Tax Opinion") to be rendered by KPMG to our clients (referred to herein, in the 
singular, as "Investor") who participated in BLlPs transactions (the "Transaction"). We have 
been engaged by our clients to determine whether they could rely on the KPMG Tax Opinion for 
purposes of the penalty provisions under Section 6662 of the Internal Revenue Code of 1986, as 
amended (the "Code"). Our comments arid observations set forth in sections B below are based 
upon the tax-advisor-reliance standards set forth in section A. 

A. Standards for Reliance on Advice of Tax Advisor 

The substantial understatement penalty under Code Section 6662 will not apply in the 
case of any item attributable to a tax shelterl if an individual taxpayer can establish that he or she 
reasonably believed that the tax treatment of such item by the taxpayer was more likely than not 
the proper lax treatment. A taxpayer can satisfy this standard if he or she reasonably reUes on 
the opinion of a professional tax advisor. As to such reliance, the regulations provide as follows: 


1 Our discussion herein assumes that the tax deduction anticipated from the proposed transaction is an item 
attributabic to a tax shelter. A "tax shelter" is (i) a partnership, or other entity, (ii) an investment plan or 
arrangement, or (iii) any other plan or arrangement, if a significant purpose of the partnership, entity, plan or 
arrangement is to avoid or evade federal income tax. I.R.C. § 6662(dX2){CX'‘>‘). An item of income, gain, loss, 
deduction or credit is a "tax shelter item" if the item is directly or indirectly attributable to the principal purpose 
of a tax shelter to avoid or evade federal income tax. Treas. Reg. § 1.6662-4(gX3). 
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... a ta.\payer is considered reasonably to believe that die tax treatment of an item is more 
likely than not the proper to treatment if (without taking into account the possibility that a return 
will not be audited, that an issue will not be raised on audit, or that an issue will be settled) ~ 

♦ • ♦ 

(B) The taxpayer reasonably relies in good faith on the opinion of a professional to 
advisor, if the opinion is based on the tax advisor's analysis of the pertinent facts and 
authorities...and unambiguously states that the to advisor concludes that 'there is a greater than 
SO-perccnt likelihood that the tax treatment of the item will be upheld if challenged by the Internal 
Revenue Service,^ 

The regulations further provide that in no event will a taxpayer be considered to have 
reasonably relied in good faith on the opinion of a professional tax advisor unless the following 
additional requirements are satisfied: 

Requirement 1. The advice must be based upon all pertinent facts 
and circumstances and the law as it relates to those facts and circumstances. For 
example, the advice must take into account the taxpayer's purposes (and the 
relative weight of such purposes) for entering into a transaction and for 
structuring a transaction in a particular maimer. This requirement will not be 
satisfied if the taxpayer fails to disclose a fact that he or she knows, or should 
know, to be relevant to the proper tax treatment of an item.^ 

Requirement 2. ' The advice must not be based on unreasonable 
factual or legal assumptions (including assumptions as to future events) and must 
not unreasonably rely on the representations, statements, findings, or agreements 
of the taxpayer or any other person. Fop example, the advice must not be based 
upon a representation or assumption that the taxpayer knows, or has reason to 
know, is unlikely to be true, such as an inaccurate representation or assumption as 
to the taxpayer's purposes for entering into a transaction or for structuring a 
transaction in a particular manner.^ 

The regulations go on to state that satisfaction of requirements 1 and 2 will not 
necessarily establish that the taxpayer reasonably relied on the opinion in good faith As an 
example, the regulations provide that reliance may not be reasonable or in good faith if the 
taxpayer knew, or should have known, that the advisor lacked knowledge in the relevant aspects 
of federal tax law. 

B. Application of the Reliance Standards to the KPMG Tax Opinion 


■ 2 Treas. Reg. § 1.6662-4(g)(4)(ii). 
3 Treas. Reg. § 1.6664-4(c)(lXD. 
^ Treas. Reg. § 1.6664-4(c)(lXii). 
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Based on our review of the KPMG Tax Opinion, we have significant concerns that such 
opinion, as presently drafted, does not satisfy the tax opinion reliance standards set forth in the 
regulations discussed above. Our concerns are based on the following observations: 
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1- LLC-l as the Initial Borrower of the Loan 

The draft KPMG Tax Opinion considers and opines on a number of substantive legal 
issues. One very important issue is whether LLC-l is the initial borrower of the non-recourse 
loan that is later assumed by LLC-2 (the "Loan")- The current draft of the KPMG Tax Opinion 
concludes, based on and subject to tlie facts, documentation, representations and assumptions set 
forth therein, that it is more likely than not that LLC-l will be recognized as the initial borrower 
of the Loan for U.S. federal income tax purposes. We have serious doubts concerning the 
support for this conclusion in the current draft of the KPMG Tax Opinion and for the position 
that the current draft of the KPMG Tax Opinion satisfies the requirements of the regulations on 
the penalty question on this issue. These doubts arise because, in our view, the current draft of 
the KPMG Tax Opinion does not adequately address all of the pertinent facts necessary to render 
an opinion on this issue as required by the regulations. Our concerns are as follows: 

• We have been unable to adequately determine a business purpose for the Loan as 
structured. From information derived from telephone conversations with Presidio 
and a written case study investment analysis drafted by Presidio, it appears that 
during the initial' 60-day stage of the Transaction (i) the Loan proceeds may not be 
required for LLC-2 to enter into forward currency exchange transactions and 
(ii) most or all of the Loan proceeds held by LLC-2 may be invested in relatively 
risk-free money market securities. In other words, it seems quite possible that an 
investor could initially enter into forward currency exchange transactions 
identical to those currently conteniplated for Stage I solely by contributing the 
cash used by the Investor to initially obtain the Loan. The draft KPMG Tax 
Opinion states that "Investor contributed the proceeds subject to the loan for the 
business purpose of leveraging its capital contribution. By leveraging its capital 
contribudon outside the (Partnership] Investor was able to guarantee a minimum 
initial amount of financial leverage" (KPMG Tax Opinion page 15). This 
statement of fact is not specifically represented to by the Investor. Also, based on 
our re'view of the relevant documents and conversations ■with Presidio and KPMG, 
we have been unable to imderstand 'the relationship of the Loan to any currency 
transactions that might be undertaken by LLC-2. Thus, as to this point, we. do not 
have a basis for concluding that the current draft of the KPMG Tax Opinion 
satisfies regulatory requirement 2 above since, in our view, it rriay be deemed to 
be based oh a factual assumption that does not comport -with the investments that 
actually may be made by LLC-2. 

• The ciuxent draft of the KPMG Tax Opinion does not adequately addrcM the 
purposes of structuring the Trarrsaction as an initial loan to LLC-l followed by an 
assumption by LLC-2, rather than having LLC-2 obtain the Loan directly from 
Bank. Regulatory reqrrirement 1 discussed above requires that the Tax Opinions 
take into accormt the InvestoPs puiposfs (and the relative weight of such 
purposes) for structuring the Transaction "in a particular manner." During 
conversations with Presidio and KPMG, we asked why LLC-2 does riot obtain the 
Loan directly from the Bank, rather than assirme the Loan from LLC-l. We have 
been informed that this is a structural element of the Transaction required by 
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Presidio and that the Investor is not given any structural alternatives. We view 
this as an artificial structural requirement that, when weighed against the potential 
tax benefits of having LLC-1 treated as the initial borrower, raises a serious issue 
as to the compliance of the current draft of the KPMG Tax Opinion with 
regulatory requirement 1 . The underlying business reasons, if any, for Presidio's 
insistence on this structural element should be discussed in the opinion. 

The current draft of the KPMG Tax Opinion does not address the specific facts of 
the Loan transaction and its timing in relation to the Investor's agreement to invest 
in LLC-2 and have the Loan assumed by LLC-2. The conclusion in the draft 
KPMG Tax Opinion is substantially based on assumptions as to the form of the 
Loan transaction and the assumed fact that LLC-1 had unfettered control of the 
Loan proceeds (except for any restrictions imposed under the Loan agreement) for 
a 10-day period. The conclusion in the draft KPMG Tax Opinion that LLC-1 is 
the initial borrower of the Loan is, as clarified in a conversation with Randy 
Bickum of -KPMG, based in part upon the factual finding that LLC-1 (or the 
Investor) does not have a binding obligation to invest in LLC-2 at the time the 
Loan is funded. 

To reach such a conclusion, the current draft of the KPMG Tax Opinion does not, 
in our view, adequately delve into the specific detail and timing of the Loan 
transaction in relation to the,Investor/LLC-l agreeing to subscribe for the Class A 
interest in LLC-2, or the legal rights and obligations created under these 
agreements. The current draft of the KPMG Tax Opinion also fails to discuss and 
analyze the facts regarding the Bank's restrictions and limitations on the Investor's 
use of the Loan proceeds prior to -their being contributed to LLC-2. Regulatory 
requirement 1 above requires that the KPMG Tax Opinion be based upon all 
pertinent facts and circumstances and the law as it relates to those facts and 
circumstances. To reach a reasoned conclusion on the issue of whether LLC-1 is 
the initial borrower and to satisfy regulatory requirement 1, the final KPMG Tax 
Opinion should address the specific order and time at which the documents are 
executed and the rights and obligations created by Such documents. To satisfy 
some of our concerns, we can provide KPMG with a detailed factual time line as 
to the specific Transaction events for each of our clients. 

Finally, to reach a more likely than not conclusion on this issue, the current draft 
of the KPMG Tax Opinion relies on a representation by the Bank that "[t]here is 
no plan or intention to require the Investor to convey the loan proceeds or assign 
the loan obligation to Partnership" (page 9 of the draft KPMG Tax Opinion; also, 
see our comments below regarding this representation). Given our understanding 
of the Transaction, we have serious doubts as to whether the Bank can make such 
representation and whether KPMG can rely on such representation to render the 
KPMG Tax Opinioa Regulatory requirement 2 above provides that the KPMG 
Tax Opinion must not unreasonably rely on the representations, statements, 
findings, or agreements of the taxpayer or any other person. 
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• The draft KPMG Tax Opinion does not consider the Investor's lack of 
involvement in negotiating the Loan. The Loan is arranged by Presidio and 
neither the Investor nor LLC-1 has any involvement in structuring or negotiating 
the terms of the Loan. Indeed, we were told by Presidio that changes in the Loan 
documents would not be made. The current draft of the KPMG Tax Opinion in a 
few instances favorably shades the facts regarding the Investor's involvement in 
such process. The current draft of the KPMG Tax Opinion makes the following 
statements: (i) "the Investment Advisor requires investors to arrange at least 
seven-year financing in order to cover the term of the program" (statement on 
page 4 of the KPMG Tax Opinion); (ii)”Invehor opted to repay the loan at a [16] 
percent rate in return for a premium payment of [$60 million] percent per annum" 
(Presidio representation on page 5 of the KPMG Tax Opinion); and (iii) "Presidio 
effectively allowed an investor a choice of funding its participation in the . 
Investment Fund on either a non-leveraged basis by contributing cash subject to 
an outstanding loan to the Investment Fund." (statement in footnote 6 of the 
KPMG Tax Opinion). For the final KPMG Tax Opinion to reach a reasoned 
conclusion as to whether LLC-1 is the true borrower, we believe that regulatory 
requirement 1 above requires KTMC to consider and discuss the Investor’s/LLC- 
I's lack of involvement in structuring and negotiating the Loan and the fact that 
the terms of the Loan were fully negotiated by Presidio. 

2. Other Reuresentations Contained in the KPMG Tax Opinion 

In addition to the representation regarding the reasonable potential for a pre-tax profit, the 
current drafts of the KPMG Tax Opinion relies on other representations that we are concerned 
about, which are as follows: ; 

• The KPMG Tax Opinion requires the Investor to represent that, the Investor's 
decision to exit the Transaction after the initial 60-day investment stage was 
dependent upon the investment performance of the program relative to alternative 
investments. In order to make such representation, the Investor's decision to exit 
must be based upon and suppqrtable by one or more business or investment- 
related reasons, rather than solely motivated by the desire to generate a tax loss. 
We are not certain whether one or more of our client's can make this 
representation. 

• The KPMG Tax Opinion requires the Investor to represent that he or she has 
provided KPMG with all facts and circumstances that the Investor knows, or has 
reason to know, ate pertinent to the opinion letter and believes that all its 
assumptions and representations on which the KPMG Tax Opinion relies is 
reasonable. Our concern is that there are a number of facts not discussed in the 
KPMG Tax Opinion (e.g., tax motives of the Investor) that KPMG is aware of but 
that are not identified in the opinion. Tiis representation suggests that all the 
pertinent facts are in the opinion and any pertinent facts not set forth in the 
opinion were not disclosed. This representation should clearly cover all facts 
disclosed or understood by KPMG, whether or not expressly relied upon in the 
opinion. 
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• The KMPG Tax Opinion requires the Investor to represent that "...none of the 
parties involved held itself out to a third party as an agent of any of the others 
with respect to these transactions." Our clients are not in a position to know how 
the other parties in the Transaction conducted themselves. Since each party 
represents that it acted independently and at arm's length, perhaps this 
representation can be deleted. 

• The KPMG Tax Opinion requires the Bank to represent that there was no plan or 
intention to require the Investor to convey the Loan proceeds or assign the Loain 
obligation to LLC-2. We are uncomfortable with this representation because the 
wording qualifies "plan" with "require," suggesting that there is no required plan, 
while at the same time leaving one with the impression that there b no general 
plan — required or not We do not believe that the Bank can represent that there is 
no general plan for LLC-1 to convey the Loan proceeds to LLC-2. Given the 

. covenants contained in the. Credit, Agreement allows the Bank to call the Loan if 
the Investor ceases to own equity in LLC-2, its clear the Bank knew there was a 
structured plan to assign the Loan. Thus, the representation should either 
acknowledge the existence of a general plan, or eliminate any reference to plan 
■' and merely state’that there is no binding obligation for LLC-1 to convey the Loan 

proceeds to LLC-2. 

• Finally, many of the critical representations relied upon in the KPMG Tax 
Opinion are made by Presidio and the Bank. What recourse does an Investor have 
if such representations prove to beTalse? We have not seen the representation 
certificates that each party will sign. The certificates signed by Presidio and the 
Bank should clearly state the reason for the representations, that the Investor is 
relying on Presidio and the Bank to make accurate representations, and that the 
Investor could suffer adverse tax consequences if such representations prove to be 
false. 

3. Investor's Pumoses for Entering Into the Transaction 

Regulatory requirement 1 above requires that the tax advisor, take into account the 
taxpayer's purposes (and the relative weight of such purposes) for entering mto a transaction and 
for structuring a transaction in a particular maimer. The regulations apparently require KPMG to 
consider the Investor's tax purposes for entering into the Transaction and weigh those m relation 
to any stated business purposes. We have had discussions with certain individuals at KPMG's 
National Office regarding this regulatory requirement. KPMG is of the view that the final, 
written KPMG Tax Opinion does not need to separately address the Investor's tax motives for 
entering into the Transaction. The regulations are only 4 years old and there is no case law that 
has considered this regulatory requirement We believe that the apparent intent of the regulation 
is to prevent a tax advisor fiom turning a blind eye towards tax motives that, in many cases, may 
be the only or predominate reason for the taxpayer ei^iing into or structuring a particular 
transaction. Thus, we believe that the Tax Opinion (or other oral or written advice received firom 
KPMG) should consider the tax motives of the Investor in order to minimize the risk that the 
substantial understatement penalty will be imposed. 
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To address our concerns regarding this issue, KPMG has sent us a letter stating that in 
preparing the current draft of the KPMG Tax Opinion they have taken into account the Investor's 
facts, documentation, and representations, including the Investor's purposes for entering into the 
transaction "as represented to us." To minimize the risk of penalties, we believe that it would be 
prudent for KPMG to deliver such a letter to the Investor after he or she has fully disclosed both 
the tax and business purposes for entering into the Transaction and that the letter provide some 
basis for the conclusion that the Investor is not motivated solely for tax reasons. 

4. Notice 99-59 

Notice 99-59 targets a specific transaction (the BOSS transaction), but also provides 
some fairly broad language. Specifically, the Notice states that "the arrangement described 
above (or similar arrangements) does not produce an allowable loss. Through a series of 
contrived steps, taxpayers claim tax losses for capital outlays that they have in fact recovered. 
Such artificial losses are not allowed for federal -income tax purposes." The foregoing language 
appears to cover the BLIPS transaction. While we understand the Notice is not legal authority, it 
does set forth the government's position on these types of transactions and identifies certain 
bodies of law upon which it will rely to challenge such transactions. We believe that the KPMG 
Tax Opinion should address the Notice by comparing the BLIPS transaction with the BOSS 
transaction, state why the BLIPS transaction is distinguishable, and state the reasons the 
authorities discussed in the Notice do not apply and/or that the Notice considers authorities 
already addressed in the KPMG Tax Opinion and does not change any of the conclusions 
reached therein. 


10229S92_4.DOC 
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Unknown 


From: DeLap. Larry Iidelap@KPMG.COM] 

Sent: Wednesday. April 14. 1999 7:33 PM 

To: Zysik, Jeffrey C 

Cc: Eischeid, Jeffrey A; Bldiham, RarKlail S; tanning, John T; Lippman, Michael H; Ammerman. 

Douglas K; Watson, Mark T; Springer, Mark A; Wiesner, Philip J; Smith, Richard H; Elgin, 
Evelyn 

Subject; RE; BLIPS 



BLP_ENG.DOC (40 
KB) 


«BLIPS DPP RSB.DOC» 


«BI,P_ENG.DOC» «BLIPS . PPT» 


Jeff - 

Note that I have substituted engagement letter forwarded by Randy Bickhcun for the letter 
that was attached to your message. 

1. The essential question is whether the investor is entitled to claim a deductible loss 
upon the disposition of the foreign currency received in the liquidating distribution. 
However, neither the "Summary of Opinion" nor the "Conclusion” opines on this issue. I'm 
not sure I understand the utility of an opinion that does not address the essential issue. 

la. The body of the opinion letter does include a section on "Foreign Currency 
Implications". The "Ordinary Version" thereof (it is not immediately clear why there is a 
"capital version" and an "ordinary version") does state that it is MLTN that "taxable loss 
recognized upon subsequent disposition of nonfunctional currency assets will be 
characterized as ordinary loss”. However, it does not explicitly state that it is MLTN the 
loss will be deductible. Moreover, the fourth paragraph of the letter states, "Our opinion 
is limited to the conclusions expressed below in the sections titled "Summary of Opinion” 
and "Conclusion”. Accordingly, such statement in the "Ordinary Version" of "Foreign 
Currency Implications" is not part of our opinion .in any event. 

lb. PowerPoint slides state "Gain/Loss recognized by Investor is ordinary" and "Gain or 
loss on sale of assets by Investor may be either ordinary or capital", which would lead 
one to believe that we have concluded there is a deductible loss. But our opinion should 
be consistent with our slides (or vice versa) . 

2. The bank makes the loan to the investor for the purpose of investing in the 
partnership, with the knowledge that the proceeds and the liability will be immediately 
transferred to the partnership, and with the knowledge or expectation that the partnership 
will immediately thereafter into an interest rate swap with an affiliate of the bank. It 
seems to me that a threshold issue is "who is the borrower”. I would think the IRS would 
advance the argument that the borrower is the partnership, and the investor's cash 
contribution to the partnership was $1.8 million, not $151.8 million. that argument 
were successfully pursued, the rest of the analysis in the opinion letter would be 
academic. Why is the "who is the borrower" issue not addressed? 

3. Please send me a copy of the "attached investment analysis” and "Analysis of Financing 
Alternatives" referenced in the opinion letter. 

4. I believe we should not be making our own investment analysis and conclusions as part 
of the opinion letter. The "Overview of Investment Strategy" and "The Investment 
Structure" sections contain a number of declarative statements that one could interpret as 
representing our views. I think those sections should be rewritten to make it clear that 
those statements are those of Investment Advisor, 

5. The last paragraph under "The Investment Structure" states, "The original intent of the 
parties was' to participate in all three investment stages of the Investment Program". It 
seems to me that this a critical element of the entire analysis and should not be blithely 
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assumed as a "fact”. If it is true, I think it should be one of the investor's 
representations. However, I would caution that if there were, say, 50 separate investors 
and all 50 bailed out at the completion of Stage 1, such a representation would not seem 
credible . 

6. There are several parenthetical references to Deutsche Bank. Will other banks be 
participating as lenders under similar terms? In either case, we need to get clearance 
from DPP-Assurance that Deutsche Bank's participation does not constitute an alliance or 
joint venture that would impact our independence with Deutsche Bank (which is a KPMG audit 
client). However, if only Deutsche Bank is participating as lender, I think we know what 
DPP-Assurance 's reaction is likely to be. 

7. With respect to the investor’s second representation (no legally binding agreement), 
don't we need to look at the loan agreement to verify this is correct? 

8. I don't think we should be giving the final opinion in the "Summary of Opinion" and 
"Conclusions" (namely, that "Investor has a business purpose and a profit motive"). That 
is a subjective determination that is in the mind of the investor. He can represent it to 
us, but I don't think we should be opining on it. 

9. Who, in the Assurance department, wrote or reviewed the financial accounting 
discussions under "Debt_ Instruments - The General Rules"? 

10. There are a lot of absolute statements sprinkled throughout the opinion letter (e.g., 
"the amount of the debt is [SlOO million]". I think we need a general statement (see Eve 
Elgin for wording) that nothing in the letter is to be construed as implying a higher 
level of assurance than "more likely than not". 

11. I question a statement in the last paragraph under "The Amount of the 'Liability' for 
Code Section 752 Purposes" .that a position by the IRS that the amount of the liability is 
$150 million "would be inconsistent with the economics of the transaction". It is my 
understanding that any prepayment of the loan requires payment of a prepayment penalty, 
and that the amount of the prepayment penalty at any particular point in time would . 
translate to ‘an overall effective borrowing cost equal to 7% per annum on a $150 million 
base. Nowhere in the letter does there appear to be any mention of a prepayment penalty, 
other than peripherally in footnote 4. I would think that such a provision needs to be 
disclosed before one can talk about the "economics of the transaction". 

12. In my view,, footnofe 34 is nonsensical. An obligation to repay proceeds of a 
borrowing, whether afe principal or as "prepayment penalty", is not analogous to the 
receipt of payments under a long-term contract where there is no obligation to repay. 

13. Footnote 4 and the penultimate paragraph under "Investor's Capital Contribution - The 
General Rules" refer to certain covenants in the loan agree.ment. Don’t we need a 
representation Iron the investor that he was in compliance with those' covenants prior to 
the transfer of the liability to the partnership? 

14. I'm puzzled. by the wording of the paragraph referenced in item 13: 

With respect to a change in security, Treas. Reg. Section 
l,1001-3(e) (4}(iv) (B) provides that a modification that releases, 

substitutes, adds or otherwise alters a substantial amount of collateral for , a 
guarantee on, or other form of credit 

enhancement for a nonrecourse debt instrument is a significant'modification. The 
covenants contained in the loan 

agreement .... stipulate a collateral pool ... and provides (sic] the lender with 
the right to periodically review the collateral 

pool .... The loan covenants were not altered or amended upon the assumption of the 
loan by Partnership. Accordingly, there 

was no alteration made to the debt instrvunent that would constitute a ... change in 
security...., (Emphasis added.) 

However, it seems to me that does not address the question of whether there was "a 
substitution of collateral" that would constitute a "significant modification". I see 
nothing in the letter that addresses the question of whether the investor provided 
collateral at all during the period he was the obligor, much less whether that collateral 
was "fungible or otherwise of a type where the particular units pledged are unimportant” 
Proprietary Material 
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with respect to the collateral provided by the partnership after the transfer. 

15. In the third paragraph under "Activities Subject to the Code Section 465 Rules”, the 
statement is made that "Investor invests directly in marketable securities and other 
financial instruments on its own account". But how do we know that? I see no such 
statement in the "facts" or the "representations". 


16. Is the last sentence under "The Amount "At Risk" meant to indicate that any loss 
resulting from disposition of the foreign currency contracts is deductible only to the 
extent of the investor’s income and gains from other investment activities? 

17. According to the fourth paragraph under "?^plication of Anti-abuse Rules under Treas. 
Reg. Section I. 701-2", "the acquisition of the partnership interest is profit motivated; 
and, consequently as subsequently discussed, be [sic] respected as being bona fide and as 
having a business purpose". Even if it were established that the acquisition of the 
partnership interest (as opposed to participation in the investment program) were profit 
motivated, 1 don't understand how (and I see nothing in the subsequent discussion to 
establish how) one must necessarily conclude that therefore: 

* The partnership is bona fide and each partnership transaction or 

series of related transactions is entered into for a svibstantial business purpose. 

* The form of each partnership transaction must be respected under 
substance over form principles, and 

* The tax consequences under the partnership provisions to each 

partner of partnership operations and of transactions between the partner and the 
partnership reflect the partner’s economic agreement and clearly reflect the partner's 
income. 

In the words of a Wendy's commercial from a long time ago, "Where’s the beef”. In ray view, 
we need a lot more meat in this section .to support the conclusion that the anti-abuse 
provisions of the partnership regulations are more likely than not to be inapplicable. 

18. In the discussion of the Third Circuit decision in ACM under "Application of the 
Business Purpose/Bconomic 'Substance Doctrine", I’m a bit mystified as to the reason the 
emphasized sentences have been emphasized. It seems to me that the test of "objectively 
affecting the taxpayer's net economic position" is not met here. 

19. I don't think it is correct to say "The roost recent court case to address the business 
purpose doctrine is ACM Partnership". Leema. Enterprises, T.C. Memo 1999-18 was decided 
subsequent to ACM. It’s likely that other business purpose/economic substance cases has 
been decided after October 1998. 


20. The statement that "ACM stands for the simple proposition that a transaction with no 
reasonable potential for pre-tax profit cannot be salvaged because the taxpayer also has 
unrelated profit-generating activity" is subject to voracious debate. I think it is 
preferable, if the statement is made at ail, Co preface it with "we believe that" or "it 
is our view that". 

21. The first bullet in the paragraph that begins, "In summary, the case law applying the 
business purpose/economic substance doctrine consistently require the following 
requisites" is missing a few words ("the investor must be a reasonable potential") . 

22. The paragraph immediately following that referenced in item 21 makes declarative 
statements about the investment program. I think those statements should be avoided. (See 
item 4) . 


23. The paragraph just referenced includes the sentence, "Unlike the corporation 
disregarded in Gregory v. Helvering, Partnership was not a transitory entity that was 
formed, received contributed assets, and was liquidated within six days...." Do we really 
believe that a corporation in existence for six days is transitory, but a partnership in 
existence fox sixty days is not? Also, it's not clear to me that the statement in the same 
paragraph that the "transactions entered into do not entail . . . offsetting transactions 
with the same counterparty involving circular flows of funds with no net change in the 
taxpayer's economic position" is necessarily substantively accurate. 

I’m starting to get concerned that my computer will soon lock up and' I will lose 
everything written to this point. Accordingly, I am transmitting this message now, and. 
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will continue on another message. 


Larry 


> Original Message 

> From: Zysik, Jeffrey C 

> Sent: Wednesday, April 14, 1999 1:08 K4 

> To: DeLap, Larry 

> Cc: Eischeid, Jeffrey A; Bickhara, Randall S; Lanning, John T; Lippman, 

> Michael H; Ammerman, Douglas K; Watson, Mark T; Springer, Mark A; 

> Wiesner, Philip J; Smith, Richard H; Elgin, Evelyn 

> Subject: BLIPS 

> Importance: High 

> 

> Larry, 

> 

> Please find attached the revised BLIPS opinion letter, the BLIPS power 

> point presentation, and the BLIPS engagement letter for your review. 

> Please note that the opinion letter has been revised to take into 

> account the comments of each member of the BLIPS review team here at 

> Washington National Tax. 

> 

> « File: BLIPS DPP RSB.DOC » « File: BLP_ENG..DOC » « File: 

> BLIPS. PPT » 

> • 

> It is our understanding that you previously received a memo with 

> respect to the sec. 6111 (c) registration issue. If this is not the 

> case, please let me know ASAP. 

> 

> We anxiously await%your comments. 

> 

> Jeff 
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Message0002 

Subject:|FW: Product champions needed for S Corp strategy 

From:|[Mant h, Larry E 

^""^81^12/1^000 7:35:45 AM ~ 

T^tSchrier, John V 

Message Body 

John, fyi. 

Original Message 

From: Peters, Marsha F 

Sent; Friday, February 1 8, 2000 6:29 AM 

To: Beakley, William D; Brasher, James J (US/Chicago AMP); Chopack, John J; Colley, Peter M; Crawford, 
Thomas W; Rosenthal, Richard P 

Cc: Klein, Wendy (NSS-Tax); Month, Larry E; Galbreath, Phillip L; DeLap, Larry; Springer, Marie A 
Subject: Product champions needed for S Corp strategy 

To Area Managing Partners- 

The TIC needs ypur help in identifying an area product champion for a new product -under development-S 
Corporation Charitable Contribution and Estate Planning Strategy. This strategy has been through an initial 
technical review (but not DPP review—Lany DeLap, this message is a heads up for you). The strategy involves an 
individual shareholder obtaining a deduction for contributing S Corporation stock to charity, followed by 
allocation of most of the S Corp earnings to the charitable organization. See attached documents more fully 
describing the strategy. 


Larry Manth (Los Angeles) will be the National Product Champion. Larry recommends the following individuals 
as area champions for 3 of the areas: 

Northeast: John Schrier, NY 
West: Mark Hutchison, Warner Center 
Southwest: Carol Warley, Houston 

Please respond to me with the name of the person in your area who can serve in this role (or confirm one of the 
names above), after you have discussed it with him or her. Thanks. 

Marsha Peters 

KPMG Tax Innovation Center 
(202) 533-3074 
MailTo:mfpetei3@kpmg.coin 


Original Message 

From: Smith, Richard H (WNT) 

Sent: Friday, February 18, 2000 8:16 AM 
To: Peters, Marsha F 

Cc: Manth, Larry E; Wiesner, Philip J; Kelliber, William B; Cvach, Gary Q 
Subject: FW: S-CAEPS 


Marsha, 
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Will you have the appropriate TIC person contact Larry Manth at (21 3) 630-8101 to assist him in getting S- 
CAEPS throu^ the product development process. Lany is relatively new to the firm and will not know tiie | 
procedures we have in place. 
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Thanks, 

Richard 

Original Message 

From: Rosenthal, Richard P 

Sent: Friday, February 1 8, 2000 2:34 AM 

To: Keliiher, William B; Manth, Larry E 

Cc: Smith, Richard H (WNT); Stein, Jeff (USA^ice Qiaiiman); Klein, Wendy (NSS-Tax); Peters, Marsha F; 
Springer, Mark A 
Subject: RE: S-CAEPS 

I want to personally thank everyone for their efforts during the approval process of this strategy. It was completed 
very quickly and everyone danonstrated true teamwork. Thank you! Now lets SELL, SELL, SELL!! I will 
contact Wendy Klein and the TIC to get area champions appointed, etc... 

Rick 

Original Message 

From: Keliiher, William B 

Sent: Thursday, February 1 7, 2000 8:46 AM 

To: Manth, LanyE 

Cc: Smith, Richard H (WNT); Rosenthal, Richard P 
Subject: S-CAEPS 


Larry; 

Per the conf^ence call this morning, here is the list of key factors that Richard Smifii mentioned. 
« File: Factors Needed To Support.doc » 

Bill Keliiher 

KPMG/ Washington National Tax 
(202)467-3885 


Attachment 

S_Corp_Strategy.doc 

Attachment 

tic-submissionform.doc 


Outlook Header information 


Conversation Topic: S-CAEPS 

Subject: FW: Product champions needed for S Corp strategy 

From: Manth, Larry E 

Sender Name: Manth, Larry E 

To: Schrier, John V 

Received By: Schrier, John V 

Delivery Time: 2/18/2000 7:35:45 AM 


Creation Time: 2/1 8/2000 7:35; 1 7 AM 
[Modification Time: 2/18/2000 7:35:48 AM 
Submit Time: 2/1 8/2000 7:35:37 AM 
Importance: 2/1 
Priority: 2/0 
Sensitivity; 2/0 
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Sequential 

From: Wiesner. Philip J [pwiesner@KPMG.com} 

Sent: Thursday, February 24. 20CK) 10:33 AM 

To: Stein, Jeff (Deputy Chairman & COOy, DeLap, Larry 

Cc: Brockway, David H; Elgin, Evelyn; Ammerman, Douglas K; banning, John T; Watson, Mark T 

Subject: RE: BLtPS/OP!S 


Jeff: As the person with ultimate responsibility last year for approving the 
more likely than not opinion for BLIPS 1 (It was pre Brockway) , let me add a 
couple of footnotes to Larry's e-mail. I have taken another look at the 
engagement letter and the draft tax opinion. I continue to believe that we 
can issue a more likely than not (just a bit more than 50%) tax opinion 
based on the representations made by the client and Presidio. However, the 
sooner we get them out the door the better since the law - especially the 
primary profit motive test - is evolving daily and not in a taxpayer 
friendly manner. I absolutely agree that we need to move on the tax opinions 
asap and WNT is ready to do its part as reviewer as soon as we receive them 
from the field. 

I also want to raise the issue of the 18 BLIPS transactions that were 
"grandfathered" in 1999 where the transaction will not be entered into until 
this year and the level of tax opinion we will be able to get to on these 
deals. If we still continue to pursue them, consider that the current 
engagement letter contemplates a tax opinion sometime in 2001. Given where 
the IRS (See BOSS) and the courts are going, we well may not be able to be 
more likely than not, even based on the representations presented. We need 
to consider at a minimum modifying the engagement letter so that we do not 
promise a more likely than not level of opinion or even consider not doing 
the tax opinions at all. 

Lastly, an issue that I am somewhat reluctant to raise but I believe 
is very important going forward concerns the representations that we are 
relying on in order to render our tax opinion in BLIPS I. In each of the 66 
or more deals that were done at last year, our clients represented that they 
"independently" reviewed the economics of the transaction and had a 
reasonable opportunity to earn a pretax profit. Also, that they had no 
"agreement" to complete the transaction in any predetermined manner, ie, 
close out the deal on 12/31 and trigger the embedded tax loss. As I 
understand the facts, all 66 closed out by year-end and triggered the tax 
loss. Thus, while I continue to believe that we can issue the tax opinions 
on the BLIPS I deals, the issue going forward is can we continue to rely on 
the representations in any subsequent deals if we go down that road? 
Combined with the risk of evolving adverse case law, we need to consider 
making a business call of whether now is the time to terminate our 
involvement in the BLIPS transaction. My recommendation is that we deliver 
the tax opinions in BLIPS I and close the book on BLIPS and spend our best 
efforts on alternative transactions. 

Phil 


KPMG 0011789 

EXHIBIT #7 I 


> -----Original Message 

> From: Stein, Jeff (US/Vice Chairman) 

> Sent: Wednesday, February 23, 2000 10:23 PM 

> To: DeLap, Larry 

> Cc: Brockway, David H; Wiesner, Philip J; Elgin, Evelyn; Ammerman, 

> Douglas K; Lanning, John T; Watson, Mark T 

> Subject: RE: BLIPS/OPIS 

> 

> Thanks for the prompt response. I agree. 

> 

> Original Message 

> From: DeLap, Larry 
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> Sent: Wednesday, February 23, 2000 10:22 PM 

> To: Stein, Jeff (US/Vice Chairman) 

> Cc: Brockway, David H; Wiesner, Philip J; Elgin, Evelyn,- 

> Ammerman, Douglas K; banning, John T; Watson, Mark T 

> Subject: RE: BLIPS/OPIS 

> 

> Assuming that, under the facts and the relevant authorities, we are 

> in a position to issue an opinion now, I think we should do so. I would 

> not defer issuance of an opinion just because the client extends the due 

> date of his tax return. 

> 

> I do think we need to stick with the position that the opinions are 

> to be signed off by Washington National Tax prior to issuance, but would 

> be okay if David were able to make other WNT partners available to assist 

> in the preissuance review. 


Original Message 

From: Stein, Jeff (US/Vice Chairman) 

Sent: Wednesday, February 23, 2000 9:52 PM 

To: Jeff: Ammerman, Douglas K; banning, John T; bippman, 

Michael H; Brockway, David H; Wells, Robert - MONTVALE; Beakley, William 
D; Brasher, James J (US/Chicago AMP); Chopack, John J;- Colley, Peter M; 
Crawford, Thomas W; Rosenthal, Richard P; Rivotto, Brian; Branan, Carolyn 
B; Zaudtke, David P; Ito, Dennis A; Wright, Glen A; Duty, James V; 
Eischeid, Jeffrey A; Watson, Mark T; Tendler, Neil J; Wolfson, Neil E; 
Pedersen, Robert A; Perez, Robert L; Henderson, Tracie K; Goldberg, 

William J 

Cc: Debap, Larry 

Subject: RE: BLlPS/OPIS 

3 questions: 

1 - Given that PwC has refunded all fees to their clients 
that signed on for BOSS, what do we gain by working with representatives 
from PwC? If I were them I would do everything O could to drive a 
conclusion that we should do the same so they are not the only firm with 
egg on their face. 

2-1 don't understnad the penalty protection issue of 
delaying the issuance of opinions coincident with the filing of tax 
returns. Does that mean if they are on extension through October 15, we 
would delay the issuance until that point. Larry /David - Can you help me 
out with that point. 

3 - Do I assume from what is stated below that all opinion 
letters are completed and awaiting the review of Mark Watson? Is there 
anybody else we could get involved so that all of this doesn't fall solely 
on Mark's shoulders? 


Thanks - I appreciate the effort everyone is putting in on 
bringing all of this to a favorable conclusion. 

Original Message--- -- 

From: Ammerman, Douglas K 

Sent; Wednesday, February 23, 2000 8:14 PM 
To: banning, John T; Stein, Jeff <US/Vice 

Chaiirman) ; Lippman, Michael H; Brockway, David H; Wells, Robert - 
MONTVALE; Beakley, William D; Brasher, James J (US/Chicago AMP) ; Chopack, 
John J; Colley, Peter M; Crawford, Thomas W; Rosenthal, Richard P; Brian 
Rivotto; Carolyn Branan; David Zaudtke; Dennis Ito; Glen Wright; James 
Duty; Jeffrey Eischeid; Mark Watson; Neil Tendler; Neil Wolfson; Robert 
Pedersen; Robert Perez; Tracie Henderson; william Goldberg 
Subject: BLIPS/OPIS 

This message is a summary of yesterday's meeting and 
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> the significant impact on the PFP practice. 

> 

> BLIPS 2000. Despite considerable technical review, 

> this strategy has not yet been approved by WNT and the ultimate outcome 

> remains uncertain. The focus of concern centers around issues that 

> include profit motive and economic substance. 

> 

> Action Plan: We are diligently working with 

> Presidio in developing a comprehensive economic analysis to enhance this 

> transaction. We expect them to resubmit this analysis to WNT next week. 

> Failure to arrive a MLTN opinion will present major obstacles to the PFP 

> practice in sustaining our record levels of profitability. 

> 

> OPIS (Prior Transactions) . WNT is concerned that 

> recent regulatory changes adversely intact our ability to issue a MLTN 

> opinion. Specifically, the new fast -pay stock regulations (1.7701(1)} . 

> While everyone agrees that this provision was not intended to apply to 

> OPIS, there is fear that literal reading of the new regulations could be 

> problematic. I cannot underscore the significant adverse impact of such 

> interpretation. First of all, we would be unable to issue MLTN opinions 

> on approximately 25 OPIS transactions that were consummated in 1999. 

> Furthermore, the collateral damage with clients would be devastating. In 

> addition to approximately $10MM in fees that could be refundable, we would 

> be at risk relative to significant client relationships, underpayment 

> penalties, outside fees and expenses. 

> 

> Action Plan: We are working with Presidio, Quadra, 

> Brown Se Woods and representatives at PwC to determine how other 

> professional service firms are responding to this issue. We hope to have 

> such supporting positions this week. 

> 

> Issuance of Opinion Letters. There appears to be 

> some confusion regarding the issuance of opinion letters on various PFP 

> strategies. It has always been our intention to issue such opinion 

> letters concurrent with the filing of the related tax returns. This 

> protection was adopted to provide the most penalty protection for our 

> clients. From a practical standpoint, most of these transactions "closed" 

> late December and were arguably impacted by pending legislation, 

> Secondly, due to recent concerns of WNT over OPIS, we are currently 

> precluded from issuing such opinion letters until such concerns have been 

> favorably resolved. 

> 

> Notwithstanding the above, all pending OPIS and 

> BLIPS opinion letters have been substantially completed by managers in 

> Atlanta and are awaiting final approval by Mark Watson (Jeff Stein, this 

> xinfortunately does not represent a substantial chargeable project for 

> underutilized PFP professionals) . 

> 

> In short, we are at a critical period in our 

> practice, significant individual clients are now in the process of 

> finalizing their 1999 tax returns. The above issues need to be resolved 

> as quickly as possible. Until we reach such resolution, I will continue 

> to provide you with additional updates. 

> 

> Thanks , 


> Doug Anmerman 

> Personal Financial Planning 

> KPMG LLP 

> Orange County Office 

> (714) 850-4455 

> Fax (714) 850-4410 

> daromerraan®KPMG.com 
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Sequential 

From: Watson, Mark T [mwalson @ KPMG.com] 

Sent: Thursday, February 24, 2000 9:58 AM 

To: Stein. Jeff {Deputy Chairman & COO); DeLap, Larry 

Cc: Brockway, David H; Winner, Phffip J; Ammerman, Douglas K; tanning, John T; Lippman. 

Michael H; Eischeid, Jeffrey A 
Subject: RE: BLIPS/OPIS 


Gentlemen, let me try to clarify why the BLIPS opinion letters have not yet 
been issued and where we are in the process. The primary reason we issue a 
more-likely-than-not (MLTN) opinion letter for a BLIPS transaction (and 
other similar transactions! is to provide those clients who enter into such 
a transaction with some protection from a substantial understatement 
penalty. However, in order for a client to avoid a substantial 
understatement penalty under these circumstances, he or she generally must 
reasonably believe at the time the relevant tax return is filed that 
claiming the loss generated by the BLIPS transaction is MLTN the proper tax 
treatment. See Treas. Reg. Sec. 1. 6662-4 (g> (1) (i) . In other words, in 
order for our opinion letter to be of any value to the client, it must be 
based on the law existing at the time the client files his or her tax return 
in which the loss is reported. Thus, we always intended to issue the BLIPS 
opinion letters in March or April of this year (for transactions that were 
closed in 1999), and we are on schedule to do just that. 

As for where we are in the opinion writing process, I have reviewed the 
opinion letter template, and Jeff Eicheid’s group in Atlanta is currently 
preparing the opinion letters based on this template. As they finish the 
opinion letters, they will send them back to me for a final review and then 
they will send them to the clients. We hope to have most (if not all) of 
the opinion letters issued by the end of March. 

> Original Message 

> From: Stein, Jeff (US/Vice Chairman) 

> Sent: Wednesday, February 23, 2000 10:23 PM 

> To: DeLap, Larry 

> Cc; Brockway, David H; Wiesner, Philip J; Elgin, Evelyn; Ammerman, 

> Douglas K; Lanning, John T; Watson, Mark T 

> Subject: RE: BLIPS/OPIS 

> 

> Thanks for the prompt response. I agree. 

> . 

> Original Message 

> Prom; DeLap, Larry 

> Sent; Wednesday, February 23, 2000 10:22 PM 

> To: Stein, Jeff (US/Vice Chairman) 

> Cc: Brockway, David H; Wiesner. Philip J; Elgin, Evelyn; 

> Ammerman, Douglas K; Lanning, John T; Watson, Mark T 

> Subject: RE: BLIPS/OPIS 


> Assuming that, under the facts and the relevant authorities, we are 

> in a position to issue an opinion now, I think we should do so. 1 would 

> not defer issuance of an opinion just because the client extends the due 

> date of his tax return. 

> 

> I do think we need to stick with the position that the opinions are 

> to be signed off by Washington National Tax prior to issuance, but would 

> be okay if David were able to make other WNT partners available to assist 

> in the preissuance review. 


> Larry 

> 

> Original Message 

> From: Stein, Jeff (US/Vice Chairman) 
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> Sent: Wednesday, February 23, 2000 9:52 PM 

> To: Ammerman, Douglas K; banning, John T; Lippman, 

> Michael H; Brockway, David H; Wells, Robert - MONTVALE? Beakley, William 

> D; Brasher, James J (US/Chicago AMP); Chopack, John J; Colley, Peter M; 

> Crawford, Thomas W; Rosenthal, Richard P; Rivotto, Brian; Branan, Carolyn 

> B; Zaudtke, David P; Ito, Dennis A; Wright, Glen A; Duty, James V; 

> Eischeid, Jeffrey A; Watson, Mark T; Tendler, Neil J; Wolfson, Neil E; 

> Pedersen, Robert A; Perez, Robert L; Henderson, Tracie K; Goldberg, 

> William J 

> Cc: DeLap, Larry 

> Subject: RE: BLIPS/OPIS 

> 

> 3 questions: 

> 1 - Given that PwC has refunded all fees to their clients 

> that signed on for BOSS, what do we gain by working with representatives 

> from PwC? If I were them 1 would do everything O could to drive a 

> conclusion that we should do the same so they are not the only firm with 

> egg on their face. 

> 

> 2-1 don’t understnad the penalty protection issue of 

> delaying the issuance of opinions coincident with the filing of tax 

> returns. Does that mean if they are on extension through October 15, we 

> would delay the issuance until that point. Larry/David - Can you help me 

> out with that point. 

> 3 - Do I assume from what is stated below that all opinion 

> letters are completed and awaiting the review of Mark Watson? Is there 

> anybody else we could get involved so that all of this doesn't fall solely 

> on Mark's shoulders? 

> 

> Thanks - I appreciate the effort everyone is putting in on 

> bringing all of this to a favorable conclusion. 

> 

> --Original Message 

> From: Ariunerman, Douglas K 

> Sent: Wednesday, February 23. 2000 8:14 PM 

> To: banning, John T; Stein, Jeff (US/Vice 

> Chairman) ; Lippman, Michael H; Brockway, David H; Wells, Robert - 

> MONTVALE; Beakley, William D; Brasher, James J (US/Chicago AMP) ; Chopack, 

> John J; Colley, Peter M; Crawford, Thomas W; Rosenthal, Richard P; Brian 

> Rivotto; Carolyn Branan; David Zaudtke; Dennis Ito; Glen Wright; James 

> Duty; Jeffrey Eischeid; Mark Watson; Neil Tendler; Neil Wolfson; Robert 

> Pedersen; Robert Perez; Tracie Henderson; William Goldberg 

•> Subject: BLlPS/OPIS 

> 

> This message is a summary of yesterday’s meeting and 

> the significant impact on the PFP practice. 


> BLIPS 2000. Despite considerable technical review, 

> this strategy has not yet been approved by WNT and the ultimate outcome 

> remains uncertain. The focus of concern centers aroxmd issues that 

> include profit motive and economic sxibstance, 

> 

> Action Plan: We are diligently working with 

> Presidio in developing a comprehensive economic analysis to enhance this 

> transaction. We expect them to resubmit this analysis to WNT next week. 

> Failure to arrive a MLTN opinion will present major obstacles to the PFP 

> practice in sustaining our record levels of profitability. 


> OPIS (Prior Transactions) . WNT is concerned that 

> recent regulatory changes adversely impact our ability to issue a MLTN 

> opinion. Specifically, the new fast-pay stock regulations (1,7701(1)) . 

> While everyone agrees that this provision was not intended to apply to 

> OPIS, there is fear that literal reading of the new regulations could be 

> problematic. I cannot underscore the significant adverse impact of. such 

> interpretation. First of all, we would be unable to issue MLTN opinions 
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> on approx itnately 25 OPIS transactions that were consuiwnated in 1999. 

> Furthermore, the collateral damage with clients wjuld be devastating. In 

> addition to approximately SlOMM in fees that could be refundable, we would 

> be at risk relative to significant client relationships, underpayment 

> penalties, outside fees and expenses. 

> 

> Action Plan: We are working with Presidio, Quadra, 

> Brown & Woods and representatives at PwC to determine how other 

> professional service firms are responding to this issue. We hope to have 

> such supporting positions this week. 

> 

> Issuance of Opinion Letters. There appears to be 

> some confusion regarding the issuance of opinion letters on various PFP 

> strategies. It has always been our intention to issue such opinion 

> letters concurrent with the filing of the related tax returns. This 

> protection was adopted to provide the most penalty protection for our 

> clients. From a practical standpoint, most of these transactions "closed" 

> late December and were arguably impacted by pending legislation. 

> Secondly, due to recent concerns of WNT over OPIS, we are currently 

> precluded from issuing such opinion letters until such concerns have been 

> favorably resolved. 

> 

> Notwithstanding the above, all pending OPIS and 

> BLIPS opinion letters have been substantially completed by managers in 

> Atlanta and are awaiting final approval by Mark Watson (Jeff Stein, this 

> unfortunately does not represent a stibstantial chargeable project for 

> underutilized PFP professionals). 

> 

> In short, we are at a critical period in our 

> practice. Significant individual clients are now in the process of 

> finalizing their 1999 tax returns. The above issues need to be resolved 

> as quickly as possible. Until we reach such resolution, I will continue 

> to provide you with additional updates. 

> 

> Thanks, 

> Doug Ammerman 

> Personal Financial Planning 

> KPMG LLP 

> Orange County Office 

> (714) 850-4455 

> Fax (714) 850-4410 

> dammerman®KPMG . com 
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Sequential 

From: 

DeLap, Larry [ldeiap@KPMG.COM] 

Sent: 

Wednesday. February 23, 2000 10:22 PM 

To: 

Stein, Jeff (US/Vice Chaitman) 

Cc: 

Brockway, David H; Wiesner, PWlip J; E^n. Evelyn; Ammerman. Douglas K; Lanning, John T; 
Watson, Mark T 

Subject: 

RE: BLIPS/OPIS 


Assuming that, under the facts and the relevant authorities, we are in a 
position to issue an opinion now, I think we should do so. I would not defer 
issuance of an opinion just because the client extends the due date of his 
tax return. 

I do think we need to stick with the position that the opinions are to be 
signed off by Washington National Tax prior to issuance, but would be okay 
if David were able to make other WNT partners available to assist in the 
preissuance review. 

Larry 


> Original Message 

> From; ’ Stein. Jeff {US/Vice Chairman) 

> Sent: Wednesday, February 23, 2000 9:52 PM 

> To: Ammerman, Douglas K; banning, John T; Lipproan, Michael H; Brockway, 

> David H; Wells, Robert - MONTVALE; Beakley. William D; Brasher, James J 

> (US/Chicago AMP) ; Chopack, John J; Colley, Peter M; Crawford, Thomas W; 

> Rosenthal, Richard P; Rivotto, Brian; Branan, Carolyn B; Zaudtke, David P; 

> Ito, Dennis A; Wright, Glen A; Duty, James V; Eischeid, Jeffrey A; Watson, 

> Mark T; Tendler, Neil J; Wolfson, Neil E; Pedersen, Robert A? Perez, 

> Robert L; Henderson, Trade K; Goldberg, William J 

> Cc: DeLap, Larry 

> Subject: RE: BLIPS/OPIS 

> 

> 3 questions; 

> 

> 1 - Given that PwC has refunded all fees to their clients that signed on 

> for BOSS, what do we gain by working with representatives from PwC? If I 

> were them I would do everything 0 could to drive a conclusion that we 

> should do the same so they are not the only firm with egg on their face. 

> 

>2-1 don't understnad the penalty protection issue of delaying the 

> issuance of opinions coincident with the filing of tax returns. Does that 

> mean if they are on extension through October 15, we would delay the 

> issuance until that point. Larry/David - Can you help me out with that 

> point . 

> 

> 3 - Do I assume from what is stated below that all opinion letters are 

> completed and awaiting the review of Mark Watson? Is there anybody else 

> we could get involved so that all of this doesn't fall solely on Mark's 

> shoulders? 

> 

> Thanks - I appreciate the effort everyone is putting in on bringing all of 

> this to a favorable conclusion. 

> 

> Original Message 

> From; Ammerman, Douglas K 

> Sent: Wednesday, February 23, 2000 8:14 PM 

> To: banning, John T; Stein, Jeff (US/Vice Chairman); Lippman, 

> Michael H; Brockway, David H; Wells, Robert - MONTVALE; Beakley, William 

> D; Brasher, James J (US/Chicago AMP) ; Chopack, John J; Colley, Peter M; 

> Crawford, Thomas W; Rosenthal, Richard P; Brian Rivotto; Carolyn Branan; 

> David Zaudtke; Dennis Ito; Glen Wright; James Duty; Jeffrey Eischeid; Mark 

> Watson; Neil Tendler; Neil Wolfson; Robert Pedersen; Robert Perez; Tracie 
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> Henderson; William Goldberg 

> Subject: BLIPS/OPIS 

> 

> This message is a summary of yesterday's meeting and the significant 

> impact on the PFP practice. 

> 

> BLIPS 2000. Despite considerable technical review, this strategy 

> has not yet been approved by WNT and the ultimate outcome remains 

> uncertain. The focus of concern centers aroxind issues that include profit 

> motive and economic substance. 

> 

> Action Plan: We are diligently working with Presidio in developing 

> a comprehensive economic analysis to enhance this transaction. We expect 

> them to resubmit this analysis to WNT next week. Failure to arrive a MLTN 

> opinion will present major obstacles to the PFP practice in sustaining our 

> record levels of profitability. 

> OPIS (Prior Transactions} . WNT is concerned that recent regulatory 

> changes adversely impact our ability to issue a MLTN opinion. 

> Specifically, the new fast-pay stock regulations (1.7701(1)) . While 

> everyone agrees that this provision was not intended to apply to OPIS, 

> there is fear that literal reading of the new regulations could be 

> problematic. I cannot underscore the significant adverse impact of such 

> interpretation. First of all, we would be unable to issue MLTN opinions 

> on approximately 25 OPIS transactions that were consummated in 1999. 

> Furthermbre, the collateral damage with clients would be devastating. In 

> addition to approximately $10MM in fees that could be refundable, we would 

> be at risk relative to significant client relationships, underpayment 

> penalties, outside fees and expenses. 

> 

> Action Plan: We are working with Presidio, Quadra, Broim & Woods 

> and representatives at PwC to determine how other professional service 

> firms are responding to this issue. We hope to have such supporting 

> positions this week. 

> 

> Issuance of Opinion Letters. There appears to be some confusion 

> regarding the issuance of opinion letters on various PFP strategies. It 

> has always been our intention to issue such opinion letters concurrent 

> with the filing of the related tax returns. This protection was adopted 

> to provide the most penalty protection for our clients. From a practical 

> standpoint, most of these transactions “closed" late December and were 

> arguably impacted by pending legislation. Secondly, due to recent 

> concerns of WNT over OPIS, we are currently precluded from issuing such 

> opinion letters until such concerns have been favorably resolved. 

> 

> Notwithstanding the above, all pending OPIS and BLIPS opinion 

> letters have been substantially completed by managers in Atlanta and are 

> awaiting final approval by Mark Watson (Jeff Stein, this unfortunately 

> does not represent a substantial chargeable project for underutilised PFP 

> professionals) . 

> 

> In short, we are at a critical period in our practice. Significant 

> individual clients are now in the process of finalizing their 1999 tax 

> returns. The above issues need to be resolved as quickly as possible. 

> Until we reach such resolution, I will continue to provide you with 

> additional updates. 

> 

> Thanks , 

> 

> Doug Ammerman 

> Personal Financial Planning 

> KPMG LLP 

> Orange County Office 

> (714) 850-4455 

> Fax (714) 850-4410 

> dammerman®KPMG . com 
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SC2 Solution-New Development 


Leak, Councill 


Date:!l2/22/2001 4:52:26 PM 


To: 

Avent, Thomas W; Bomstein, Howard R; Branan, Carolyn B; Brawley, David F; Butler, 
Charles P; Cates, Bernard V; Chomiak, Lwn W; Currie Jr, Arthur D; Dunn II, Wallace; 
Eischeid, Jeffrey A; Elker, Stephen P; Engel, James C; Fonts, Patricia A; Fowler, Jamie B; 
Gerrits, Dianne; Gillis, Timofty H; C^ux, Peter J; Glenn, Neil; Hannon, Atlee 0; fleinz, 
James A; Henderson, Trade K; Huber 11, Frank E; Igarashi, Mie; Johnson, Peder R; Kay, 
Sheldon-ATLANTA M; Kelly, Timothy M; Leak, Council!; Leone, Steven P; Lopez, 
Rolando; Lusk, Gary; Mcgarr, Samuel H; McIntosh, Betty W; Mcleighton, Steven W; 
Medford, Marie A; Messing, Steven G; Millcff, David-TAJ^A; Pace, Katherine A; Propst, 
Tamara C; Rich Jr, Donald E; Ritdiic, Lewis R; Sanabria, Edgardo; Saron, Carole B; 
Satalino, Frank P; Sheridan-moore, Cafeerme M; Suarez, Oscar J; Tuley, Patrick A; 

Turner, G.Cbris; Weil, Jerry M; Weld, Gary E; Williams, Patrick A; Ziiowski, Philip M; 
Anderson, Mark E; Corrigan Jr, J Eustis; Smith, Gregory L; Ellis, William E; Horan, 

James L; Larsen, Cheryl A (US\Charlotte); Jones, James R; Lawter, Robert 

CC: 

Colley, Peter M; Smith, Jeny N; Gray, Mike - RALEIGH; Manth, Larry E; Atkin, Andrew 
S; Parker, Paul C 

i Message Body 


Quick Snapshot— We are now offering a modified SC2 solution. S Corp shareholders can use the structure to 
direct significant gifts to 501(c)(3) tax exempts of their choice. Net lax benefit is less than original 
SC2... shareholder "feel good" factor is higher. We need targets and ICV's. 


More Detail Than You Really Want: 


ICPMG 0050822 


SC2 is designed to allow an S Corp shardiolder to obtain a charitable deduction for a gift of non-voting stock to a 
qualified tax exempt entity. After the gift, the tax exempt will be allocated a significant portion of the S Corp 
taxable income. The S Corp will curtail cash distributions that would otherwise have been made to fund quarterly 
tax obligations. The cash will build up inside the S Corp and can be used for any corporate purpose. After two or 
three years, the tax exempt has the ri^t to "put" the stock back to the S Corp for redemption. After redeming the 
shares, the S Corp can resume making cash distributions. The tnd result is a deferral of income tax and Ae 
ultimate conversion from ordinary to capital gain tax rates on S Corp income. 

Those of you who have gone on SC2 ICV’s with Mike Gray or me know that one of the difficult issues to 
overcome in closing an SC2 transaction is finding a tax exempt entity that can absorb S Corporation income 
without incurring any unrelated business income tax (UBIT). Typically these are 501 (cX3) entities with UBIT net 
operating losses or other tax exempt entities that are not subject to UBIT at all. Currently we have five or six tax 
exempts that have reviewed the transaction, are comfortable they are not subject to UBIT and are eager to receive 
gifts of S Corp stock. These organizations arc well established, solid organizations, but generally aren’t 
organizations our clients and targets have made gifts to in the past. This point hit painfiilly home when, just before 
signing our engagement letter for an SC2 transaction with a $3 million fee, an Atlanta target got cold feet. 


New SC2 Solution Development: 


Proprietary Material 
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As a result of the Atlanta target experience, I asked WNT and the SC2 solution developers from the West to 
expedite the technical review of a modified SC2 structure. The modification was approved for Beta Test use by 
WNT last week. The modification will allow S Corp shareholders to make a gift of non-voting stock that will 
ultimately benefit a 501(c)(3) entity of the shareholder’s choosing (i.c. church, synagogue, university, etc...). We 
have discussed the modified structure with the Atlanta target and have received very positive reaction. They have 
committed to a full shareholder meeting in mid-March and we are confident they are going to move forward. The 
trade-off for having the ability to direct the gift to any 501(c)(3) entity is &at some level of UBIT will likely be 
incurred. The shareholder must therefore m^e additional cash contributions to make the tax exempt whole. We 
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have created an economic model for the modified structure. As a general rule, the modified SC2 benefit will be 
between 55% and 65% of the benefit expected iu the origimi SC2 stracture. 

Why Should You Care?: 

In the last 12 months the original SC2 structure has produced $1.25 million in signed engagements for the SE. 
Three or four large SC2 transactions failed to move to implesnentation due in large part, I think, to the 
shareholders being nervous about gifting stO(±4o a tax ^onpt they aren’t familiar with. Some of you probably 
knew of S Corps in your area that you were reluctant to contact due to this fact The 501 (c)(3) modification opens 
up the door to get back in ftont of these targets with a solid solution that produces a compelling tax benefit, while 
at the same time fulfilling a shareholder’s personal charitable objectives. Because the benefit is a bit aaialler, we 
need to target S Corps with at $5 million of annual taxable income for the modified solution. Pricing is set at 

75% of the original SC2 price, with a minimum fee of $500,000. The original solution still worics (we just 
finished our second SE implementation on 2/1/01). The modified solution just gives us something that may appeal 
to some of the more conservative SE targets we are pursuing. 

Look at the last partner scorecard. Unlike golf, a low number is not a good thing... A lot of us need to put more 
revenue on the board before June 30. SC2 can do it for you. Think about targets in your area and call me. 

Councill 

J. Councill Leak 

Partner, Federal Tax Services/^tratecon Practice 

kpmg LLP, Charlotte, NC 

Direct: 704.371.8135 

Fax: 704.335.5377 

Cell: 704.906.4520 

e-mail: cleak@KPMG.com 
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Messa£e0006 


SubiectdlFW; Revised SC2 Script 



Onginal Message 

From: Rosenthal, Richard P 

Sent: Thursday, June 08, 2000 12:10 PM 

To: Stein, Jeff (USA^ice Chainnan) 

Subject: RE: Revised SC2 Script 

This looks good as it relates to SC2. However, with a few additional questions, wc can get information to 
deterinine if CREWP applies. I don’t know what those questicms should be, otfier than if they answer that they ar 
a C Corp, we should ask a set of CREWP questions. If th^ answer that they are an S Coip. then we ask the SC2 
questions. 

Manth and Wiseberg should sign off on the questions.... 


Original Message 

From: Stein, Jeff (USA^ice Chainnan) 
Sent: Thursday, June 08, 2000 4:57 AM 
To: Rosenthal, Richard P 
Subject: FW; Revised SC2 Script 
Importance: 


Original Message 

From: Kldn, Wendy (NSS-Tax) 

Sent: Thursday, June 08, 2000 7:40 AM 
jTo: Stein, Jeff (USA'ice Chairman) 

Subject: Revised SC2 Script 
Importance: Hi^ 

ft^Prietary Material 

CoafldeotlalltyReqnerted 

I understand that Larry Manth, National Champion for SC2, believes that the PDCs may help qualify prospects fo 
SC2. Given the current environment I wanted to be sure that there were no pitfalls in following the line of 
questioning included below. I have inserted an excerpt from &e talk points the PDCs would use below (however 
the full conversation guide is included in the word file). Can we discuss? 

Owner/CFO Opening: 

is ^ with KPMG's Tax Practice. We have an innovative tax strategy tl 

could potentially benefit closely-held companies like , but I have a couple of questions to make 

sure we have a good fit with your company’s situation. Could you answer a few/handful of questions for me? 


I .) Are you an ’’S," or a "C" corporation? 


KPMG 0049114 
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Page 2 of 2 

2. ) How many stockholders do you have? 

3. ) Do you anticipate that your corporation will have net inccnne of at least $3.3 million annually for the next 2-4 
years? "Yes»" go to Appointm^t Close. "No,** go to Non-aj^intment Close. 


« File: SC2Script.doc » 


Outlook Header Information 

Conversation Topic: Revised SC2 Script 
Subject: FW: Revised SC2 Script 
From: Stein, Jeff (USA^ice Chairman) 

SendCT Name: Stein, Jeff (USA'^ice Chairman) 

To: Klein, Wendy (NSS-Tax) 

Received By: Klein, Wendy (NSS-Tax) 

DeKvery Time: 6/8/2000 2:09:17 PM 

Qreation Time: 6/8/2000 2:08:24 PM 

Modification Time: 6/8/2000 10:00:51 PM 

Submit Time: 6/8/2000 2:09:17 PM 

Importance: 6/1 

Priority: 6JQ 

Sensitivity: 6/0 

Flags: 6/1 

Size: 6/5912 
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Frora /0-KPMG/00-OS/CN«RECIPIENTS/CN-9905 
From: /OKPMG/OO-OS/CN-RECIPlENTS/CN-9905 
To: /0»KPMG/00“‘US/CN*PECIPIBNTS/CN«20499 
Subject: FW: Grantor trust memo 
Sent: 1998-09-10 13:45:42.133 
Date: 1998-09-10 13:45:42.226 
X-Folder; Grantor Trust 

Jeff - 

My preference would be to provide all necessary detail to the grantor: -date 
purchased, date sold, cost and proceeds on an attachment that's included in the 
1041. The summary page would show the net. That way, we have given the 
taxpayer what he requires to file an accurate return. Accordingly, any netting 
is "really” done at the 1040 level. But, we have a better argument for doing 
the netting that we would if we had no grantor trust. 

Trade 

— - — Original Message* — *— 

Frcsft: Elscheld, Jeffrey A 

Sent: Tuesday, Sept^nber 08, 1998 9:14 AM 

To: Hbnderson, Trade K 

Subject: ,FH: FH: Grantor trust nemo 


Original Message 

From: Watson, Hark T 

Sent: Thursday, Septei^r 03, 1998 1:50 PM 
To: Eischeid, Jeffrey A 

' Cc! Gardnd, John H 
Subject: RE: FW: Grantor trust aeno 

Jeff, yes, there are several reasons I disagree with the nemo's logic. 

.Specifically,, section 671, Reg. section 671-1, -*2, and -3, several court cases, 

Rev. Rul; 8S*rl3, and numerous private letter rulings make it very clear that if 
a grantor or another person is treated as the owner of a trust, "he {or she) 

•takes into account in ccmgmting his (dr her) inc<»ie tax liability all items of 
income, deduction, and credit ... to idxich he (or she] would have been 
entitled had the trust not been in existence during the period he is treated as 
the owner." See Reg. section 1.671-3(a) (1) . In other words, the grantor is 
treated as if he or she owned the trust's assets. Clearly, if the grantor 
directly sold one stock that generated a long-term capital gain, and, in the 

' same year, directly sold another stock that generated a short-term capital 
loss, the grantor could not net the short-term loss against the long-term gain 
and report only the net gain or loss on his ox her tax return. Rather, he ox 
she would have to report each transaction separately on Schedule D. ' 

Why then, when the above mentioned authority makes it clear that a grantor who 
is treated as the owner of a trust is treated as if he or she owned the trust's 
assets, vKiuld we reach a conclusion that we can net gains and losses at the 
grantor trust level? The "grantor trust memo” answers this question basically 
by stating "there is nothing that explicitly says we Can't net." However, 1 
argue that Treasury did not need to specifically address this matter because it ■ 
is abundantly clear — a grantor who is treated as the owner of a trust is 
deemed to ovm the trust's assets, and if he or she is deemed to own the trust 

Propridary Mateda! 

Oa ofi to dl a Bty Reqaested KPMG 0023331 
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assets, then reportable transactions elated to those assets roust be reported in 
the same manner as they would if grantor actually did own the assets (i.e., no 
netting) . 

Further, to my )cnowledge, KPMG {and I suspect every other accounting firm) has 
never netted on grantor trust returns. In fact, as the memo points out, you can 
get the wrong tax liability by -netting on a grantor trust return. Thus, in 
response your second question, we cannot adopt netting on a broad~based basis 
because we would not be giving our clients sufficient information to prepare an 
accurate tax return if we did. 

All the relevant evidence {e.g., the Code, regulations, case law, lES rulings, 
partnership rules, S corporation rules, etc.) leads to the rational conclusion 
that you cannot net on a grantor trust return. Thus, I disagree with the 
conclusion reached in the memo. 


Original Message — • 

From: Eischeid, Jeffrey A 

Sent: Hednesday, September 02, 1998 7:34 PM 

To: Hatson, Mark T 

Subject; HE: FW: Grantor trust nemo 

Is there a particular reason you disagree with the memo's logic? I don't want 
our people reporting in an inappropriate manner. 

If we were to adopt the approach on a broad-based, go-forward basis are you more 
comfortable? In other words, what if we use the netting approach w/r/t trusts 
that didn't have an OPIS transaction in then as well as those that did? 

Jeff 

—Original Message — 

From: Matson, Mark T 

Sent: Wednesday, September 02, 1998 7:24 PM 
To: Gardner, John H; Eischeid, Jeffrey A 

Cc: Henderson, Trade K; Elgin, Evelyn ; 'Randall $ Bickham at 

KPMG_Silic<Mv_^Valley2' ;■ Perex, Robert L 
Subject: RE: FW: Grantor trust nemo 

Notwithstanding the conclusion reached in the "grantor trust memo, " I don't 
think netting at the grantor trust level is a proper reporting position. 

Further, we have never prepared grantor trust returns in this aanner. What will 
our explanation be when the Service and/or courts ask why we suddenly changed 
the way we prepared grantor trust returns/statements only for certain clients? 
When you put the OPIS transaction together with this "stealth" reporting 
approach, the whole thing stinks* 

— — Original Message— — 

From: Gardner, John H 

Sent: Wednesday, September 02, 199.8 4:19 PM 
To: Eischeid, Jeffrey A 

Cc: Henderson, Trade K; Hatson, Mark T; Elgin, Evelyn ; Randall S Bickham at 

KPMG_Silicon_Valley2 

Subject: RE: FW: Grantor trust memo 

Jeff: 
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Carl Hasting told me that an attorney he was dealing with Just raised 
an issue with 6501(e) and the possibility that the netting could 
create a 6~year statute. I would argue that Reg. sec. 

301.6501(e)-l(a) (1) (i) states the general rule that applies if the 
taxpayer omits from the gross income stated in the return of a tax 
in^osed by subtitle A of the Code AN AHOONT PROPERLY INCLUDIBLE 
THEREIN (emphasis added) which is in excess of 25 percent of the gross 
income so stated . . . The aioount properly includible on Schedule D, 
lines 5 and 12, is the net short-term or long-term gain or loss from a 
trust’s K-1. The grantor trust attachment that is filed pursuant to 
Reg. sec. 1.671-4(a) is essentially a substitute K-1, thus the net 
amount from the trust’s K-1 would be the amount properly includible on 
the return. 

Nhat do you think? For less aggressive taxpayers, note that 
6501 (e) (1) (A) (li) provides an exclusion for amounts omitted frc^a gross 
income stated in the return if such amount is disclosed in the return, 
or a statement attached to the return, in a manner adequate to apprise 
the Secretary of the nature and amount of such item.. Since a six year 
statute for this transaction is not a good answer, we may want to 
consider some way of providing the details in an understated way. 

John ' ■ 


’ Reply Separator 

Subject: FW: Grantor trust memo 
Author: Jeffrey A Eischeid at KPMG_OS 
Date: 9/1/19S8 7;45 PM 


——Original Message—— 

Frcxa: Henderson, Trade K 

Sent: Tuesday, September 01, 1998 1:38 PM 

I think this is great and 1 agree with the analysis and conclusions. Are you 
comfortable mentioning this on tomorrow's conference call and posting it on the 
KMan workgroup in the OPIS toolkit? People are trying, to get their tax returns 
out the door, as well as plan '98 transactions. 

Jeff 


To: Eischeid, Jeffrey A 

Subject: FN: Grantor trust memo 

fyl 

-—-Original Message— — 

Frexn: Gardner, John H 

Sent: Monday, August 31, 1998 7:40 AH 

To: Henderson, Trade K 

Subject: Grantor trust memo 

Trade : 
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I sent this to Gregg a while ago with the understanding that he would 
circulate it among the CaTS team for comments. I believe this is the 
latest version. 

John 
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From /O=KPMG/O0-DS/CM’-RECIPIENTS/CN«15833 
From : /0»KPMG/0U»US/CN=»RECI PIENTS /CN»15833 
To : /0»KPtK5/00«OS/CN-RECIPIENTS/CS»20499 
Subject: FW: Grantor trust memo 
Sent: 1998-09-06 17:04:00.000 
Date: 1998-09-06 17:07:02.915 
X-Folder: Grantor Trust 

For the record, the purpose of the "grantor trust memo” was to 
evaluate the risks from a filing stanc^int associated with netting 
the gains at the grantor trust level. It was not intended to be the 
' basis of a ii»re likely than not opinion. 

The risks identified in the memo are penalties under section 6722 and 
section 6662. Of particular importance is the intentional disregard 
provision of section 6722 (c) and the potential isgposition of a penalty 
of 10% of the aggregate amount of the items required to be reported 
correctly without the application of the 6722 (a) limitation of 
$100,000. A client who is fully informed of these risks and chooses 
to accept these risks and report in this fashion may have a fight with 
. the IRS and may lose that fight. If a client is not willing to accept 
that risk, ha or she should not enter into this transaction. 


Reply Separator 

Subject: RE: Ff): Grantor trust memo 
Author: Mark T Watson at KPMG_OS 
Date: 9/3/1998 1:49 PM 


Jeff, yes, there are several reasons I disagree with the memo's logic. 
Specifically, section 671, Reg. section 671-1, ^2, and -3, several court cases. 
Rev. Rul. 85-13, and nxnaerous private letter rulings make it very clear that if 
a grantor or another person Is treated as the owner of a trust, "he [or she] 
takes into account In computing his (or her] income tax liability all items of 
income, deduction, and credit ... to which he [or she] would have been 
entitled had the trust not been in existence during the period he is treated as 
the owner." See Reg. section 1.671-3{a) (1).* In other words, the grantor is 
treated as if he or she owned the trust's assets. Clearly, if the grantor' 
directly sold one stock that generated a long-term capital gain, and, in the 
same year# directly sold another stock that generated a short-term capital 
loss, the grantor could not net the short-tem loss against the long-term gain 
and report only the net gain or loss on his or her tax return. Rather, he or 
she would have to report each transaction separately on Schedule D. 

Why then, when the above mentioned authority makes it clear that a grantor who 
is treated as the owner of a trust is treated as if he or she owned the trust's 
assets, would we reach a conclusion that we can net gains and losses at the 
grantor trust level? The "grantor trust memo" answers this question basically 
by stating "there is nothing that explicitly says we can't net." However, I 
argue that Treasury did not need to specifically address this matter because it 
is abundantly clear — a grantor who Is treated as the owner of a tirust is 
deemed to own the trust's assets, and if he or she is deemed to own the trust 
assets, then reportable transactions related to those assets must be reported in 
the same manner as they would If grantor actually did own the assets {i.e., no 
netting) . 
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Further, to my knowledge, KEM6 (and I suspect every other accounting firm) has 
never netted on grantor trust returns. la fact, as the nemo points out, you can 
get the wrong tax liability by netting on a grantor trust return. Thus, in 
response your second question, we cannot adopt netting on a broad-based basis 
because we would not be giving our clients sufficient information to prepare an 
accurate tax return if we did. 

All the relevant evidence (e.g., the Code, regulations, case law, IRS rulings, 
partnership rules, S corporation rules, etc.)- leads to the rational conclusion 
that you cannot net on a grantor trust return. Thus, I disagree with the 
conclusion reached in the memo. 


**— ■ — Original Message 

From: Eischeid, Jeffrey A 

Sent: Wednesday, September 02, 1998 7:3-4 PM 

To: Watson, Mark T 

Subject; RE: FW: Grantor trust nemo 

Is there a particular reason you disagree with the nemo's logic? 1 don't want 
our people reporting in an inappropriate manner. 

If we were to adopt the approach on a broad-based, go-forward basis are you more 
ccanfortable? In other words, what If we use the netting approach w/r/t trusts 
that didn't have an OPIS transaction in them as well as those that did? 

Jeff 

— Original Message — 

Frcoi: Watson, Mark T 

Sent; Wednesday, September 02, 1998 7:24 PM 

To: Gardner, John H; Eischeid, Jeffrey A 

Cc; Henderson, Trade K; Elgin, Evelyn ; 'Randall S Bickbam at 
KPMG^Silicon_Valley2*; Perez, Robert I, 

Subject; . RE; FW: Grantor trust memo 

Notwithstanding the conclusion reached in the "grantor trust memo," I don't 
think netting at the grantor trust level is a. proper reporting position. 

Further, we have never prepared grantor trust returns in this manner. What will 
our explanation l>e when the Service and/or courts ask why we suddenly changed 
the way we prepared grantor trust retums/statements only for certain clients? 
When you put the OPIS transaction together with this "stealth" reporting 
approach, the whole thing stinks. 

— — — Original Message 

From: Gardner, John H 

Sent: Wednesday, September 02, 1998 4:19 PM 

To; Eischeid, Jeffrey A 

Cc; Henderson, Trade K; Watson, Mark T? Elgin, Evelyn ; Randall S Bickham 

at KPMG__5ilicon_Valley2 

Subject: RE: FW: Grantor trust nemo 

Jeff: 

Carl Hasting told me that an attorney he was dealing with just raised 
an issue with 6501(e) and the possibility that the netting could 
create a 6-year statute. I would argue that Reg. sec. 


^priefai? Materia! 
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301.6501(e)-l{a) <1) (i) states the general rule that applies if the 
taxpayer c^its £roai the gross Income stated in the return of a tax 
imposed by subtitle A of the Code AH AMOUNT PROPERLY INCLUDIBLE 
THEREIN (enphasis added) which is in excess of 25 percent of the gross* 
income so stated . . . The amount properly includible on Schedule D, 
lines 5 and 12, is the net short-term or long-term gain or loss from a 
trust’s K-1. The grantor trust attachment that is filed pursuant to 
Reg. sec. 1. 671-4 (a) is essentially a 'substitute K-1, thus the net 
amount from the trust’s K-1 would be the amount properly includible on 
the return. 

What do you thin)c? For less aggressive taxpayers, note that 
6501Ce) {1} (A) (ii) provides an exclusion for amounts omitted from gross 
income stated in the return if such amount is disclosed in the return, 
or a statement attached to the return, in' a manner adequate to apprise 
the Secretary of the nature and amount of such item. Since a six year 
statute for this transaction is not a good answer, we may want to 
consider same way of providing the details in an understated way. 

John 


. Reply Separator 

Subject: FW: Grantor trust nemo 
Author: Jeffrey A Eischeid at KPMG_US 
Date: 9/1/1398-7:45 PM 


Original Message 

From: Henderson, Trade K 

Sent: Tuesday, Septen^r 01, 1998 1:38 PM 

I think this is great and l agree with the analysis and conclusions. Are you 
comfortable mentioning this on tomorrow's conference call and posting it on the 
KMan workgroup in .the OPIS toolkit? People are trying to get their tax returns 
out the door, as well as plan '98 transactions. 

Jeff 


To: Eischeid, Jeffrey A 

Subject: rW: Grantor trust mcuno 

fyi 

-——Original Message 

From: Gardner, John H 

Sent: Monday, August 31, 1998 7:40 AM 

To: • Henderson, Trade K 

Subject: Gxantox trust memo 

Trade; 

I sent this to Gregg a while ago with the understanding that he would 
circulate it among the CaTS team for comments. I believe this is the 
latest version. 
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From /0»KPHG/0U«0S/CN*RECI PI EHTS/CH«2 1552 
From : /OKPMG/OU-US/CN-RECI PI ENTS /CN*2 1552 . 

To: /0=*KPMG/00*DS/CN=RECIPIBNTS/CN=20499 
Subject: Grantor Trust Netting 
Sent: 1998--09-08 11:46:41.109 
Date: 1998-09-08 11:45!46..617 
X- Folder: Grantor Trust 

Carl, I agree with your concern, I don't think netting at the grantor trust 
level is a proper reporting method, and I seriously doubt the IRS and/or the 
courts will deem netting to be adequate disclosure. If you take this reporting 
position, 2 recommend that you advise your clients that they will likely be 
subject to a 6- year statute of limitations. 

Original Itessage 

From: Basting, Carl D 

Sent: Sunday, SeptesdOer 06, 1998 2:07 

To: Eischeid,. Jeffrey A; Watson, Mark T; Gardner, John H; Randall S Bickham at 

KPMG_Sil icon_Va 1 ley2 

Subject : Grantor Trust Netting 

Guys ; 

1 am gravely concerned about the possibility that through our netting 
of gains and losses for Opis within grantor trusts we might be buying 
our clients a 6-year statute of limitations under Section 6501(e). 

Gardner and I have discussed the issue, but I think we should invest 
whatever time is necessary to resolve this. I have looked at a number 
of cases and have the following Initial observations: 

First, it is well settled that capital losses are not included in the 
• definition of "gross inci^ie* under 6501(e). See, for example. Green, 

7 TC 263 (1946) and DiLeo, 96 TC 858 (1991). 

Roschunl, 44 TC 80 (1965) is also informative. The taxpayer reported 
a net capital loss of $34,190 from an S corp pass-through without 
disclosing the gross gains and losses separately. The taxpayer won on 
the Issue because he had "adequate disclosure" by typing in "See — 

Golbert Hotel, Inc. (Schedule D, Form 1120-S) ($34,190).* But 
inq^licitly the court said that without that disclosure, the 6-year 
statute would have applied. 

In Corrigan, 155 F.2d 164, 6th Cir. (1946), a trust beneficiary 
reported net K-1 income on her personal return. The trust filed its 
own return and inproperly deducted expenses attributable to tax exeapt 
inccxne. The IKS asserted that the 6-year statute applied because 
gross income was understated by more than 251. Taxpayer argued that 
income had changed by adding back deductions, not increasing items of 
gross income. The court said that in adding back the deductions, 

"gross income" for purposes of the 6-year statute application 
increased by more than 25%; therefore, the 25% rule applied. This 
case is very troubling to me. 

Let me know what you think. 1 really feel we should inmedlately 
resolve this. 

Carl 
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DetaPi Larry 


From: 

Eisdield, Jeffrey A 

Sent: 

Friday, January 22, 1999 8:30 AM 

.’o: 

Hasting, Cart D 

Cc: 

Ito, Dennis A; DeLap, Lairy; Ammerman, Doiglas K 

Subject 

RE: Grantor trust reporttog 


Cart- 

rd be happy to disojss tfiis widi y<Hi on the phone. I prestffne you werent able to make yesterda/s CaTS conference 
ei^er. On ttiat cafl, we concluded each partner nrust review the WNT memo and decide kM- tttems^es wh^ position 
to take on thdr retinns • ^er discussvig die various pros and cons wth their ciients. 


Jeff 


>~-Or^al Message — 

From: C^D 

Sent: Ihttrsdiv.Januafyai. t9dd4:18PM 

To: Eischeid. Ji^yA 

Ce: ' i»>. Dennis A 

Subfed: FV^ Gnmtor bust reporting 

Jeff; 

This ’debate" b^een Watson and Garden affects me in a significant way in that a nund>er of my deals were sdd 
giving the.dient the of^ion of netting (and living a 6-year statute) or not netting. Therefore, if they ask me to net, ! 
feei odigated to do so. These sates were before Watson went on record with his position and after toe memo had 
been outstanding iot some time. 

\Nhal ts our position as a group? Watson told me he believes H is a hazardous professional practice issue. Oven that 
none <4 us wants to face such an issue, I need some guid^ice. 

He^??? 

Cart 


—Original Message — 

From: Watson, Maik T 

Sent Thursday. January 21. 1999 12:05 PM 

To: Bsdtekl, Jeffrey A; Baumann, Date R; BteMwen, Randall $; BIoori, Rkiiaird J: Branan, Catdyn B; Carbo, Deke C: Fergus, 

Tcrrenca P: Gardner. John Hasting, Carl D; Henderson, Trade K; Jordan. Robert M; Listen, Shannon U Nudcols. 

John M; Pa^ Kdherine A Paute. Robin M; Pedersen. Robert A P^e, R^ M; RivMn, Davift Stettery. Daniel M; 
Spebs. Timothy P; Sptz, WMiam U Tendter, Neff J; Watkins. 8 M; Wbsei Kyle; Zavdlke, Dadd P; Zy^ Jeffrey C 
Sut^ect: RE: Grantor trust lepofting 

You should ^ know that I do not agree wito toe condusion reached In the attached memo that caprtd gains can 
be netted at the trust level. I believe we are fifing rdsleading, and perhaps false, returns by taking this railing 
position. *• 

—Ori^Ral Message— 

From: Eisdieid. Jeffrey A 

Sent: Thursday. January 21, 1999 2:12 PM 

To; Baumann, Dale; Biddiam, Rand^. Bloom. Rkhard; Branan. Carolyn; Carbo. Deke; Fecheld, Jeffrey; Fergus, Terrence; Gardner, 
John; Hasting, Cart; Henderson, Trade; Jord^ Robert; Uston, Sharwon; Nudcolh, John; Pace. Katoerfne; Pade, 
Robin; Pedersen. Robert; Poage, Ray, Kvkin, David; Slattery, Daniel; Speiss, Tsnothy; Spkz, yfflSam; Tendter. tfei; 
Watki^ B; Watson, Mark; Wiss^ Kyite; Zaudtke. Davkt; Zy^ Jeffr^ 

Subjecb Grantor trust reporting 

I believe this is toe latest version. Don't fCK-get toe statute of limitations issue Tracie raised. 

Jeff 
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MEMORANDUM OF TELEPHONE CALL 


CficKt: 

Cilkrt ' CadH^sdng 

Date - MiV 24,2000 

Rcctivedliy; iC«viaA.Fac8 


TnaKtOcdby: 



-Kevin, Carl Hastingi. Its five nunula after three on Monday, the 22*', letuniiiig 
yonrcaB. 


'Ihe Sbott answer 10 your iw^iiiy b, up m tte Noitheast, at least, there is quite a bit 
of aciiviiy m the Bust area when they used to not audit suny of these kin^ of 
trasre. Ihey are now auftuigqinte a number oftfaem because they have figured 
our diattnBts ateacwnmnn dement in some ofthese shelter deals. Sooucbesl 
faileUigenca is that yen an huacasicg yoor odds ofbciug mafited, not deotasing 
your by fifing that Grantor Trust rctoirL So we have disco i tf nu r d doing that. 

You may want to can dfiux Caibl Votlqr in Dallas os Tracy Henderson ht Adanta. 
Ifittgcivddch one offiiem was tracldng the activity op in the NofiieasL Ithinkh 
was Carol, but ^va her a call. IfiisnoCber,shewiUlmwvdiaitwasandgetdie 
roost recent intrIBgenoa. But agdn, the shcrl answer is we ace not doing that 
ai^atote, cause we think it increases die risk instead of decreasing it 

TbanlOiBye. 
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Unknown 


From: 

Sent: 

To: 

Subject: 


Did you have your 
Thanks, 

Jeff 


Eischeid, Jeffrey A 

Friday. October 20. 2000 6:20. PM 

Mccrimlisk. George H 

FLIP 


"netting" discussions wth 


and •? I need copies of the memos of oral advice. 


redacted 
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new 


From: JeK Stem 

S«nt: Satwoay. March 14. tSSB 6:56 AM 

To: Gregg w. Hncnie; Douglas J. Green: Robert J. vi^s: JmnT Lanrmg: Urry DeLsp 

Sui^ect: Simon Says 


Bv she »a\* - anybody vho does not have a of zi» PfafC lesser, let 
me hr.cv irA 1 vsll fax it over to you. 2n addrtian ut case yw vans a 
copy cf she Ncvestber 4. XdS** memo decailsng she proposed «XC scrjmsre 
vricten by Simon so *The Wording Oroup* whioh included Rsschxe. 

UATton. Bssha.hm and ?..2. P.uble at the law f-cm of Brown 6 ‘4ocd let me 
Hrww a.'id Z will fax is over to you as well. As I said below, sne 0FS5 
strategy is a stripped dvon version oi the 1.1.C acruscure. 

Incidentally. I failed to mention that the reseaxrh on the uosc 
troubiesorae issues with respect to this product was done in large 
measure by Simon. Hams and Margaret Lubes talso ZSi. These issues 
included; 

a • iilhethe; U.S. investor's interest in the Cayman entity was 
disguised equity. 

b - The application of the at-risk rules sod. 
c - The basis of the shares held b^- the tl.S. investor. 

Frankly Ooug • if you are the ultimate arbiter in this matter. I think 
you ha’re all the facts you need at your disposal to make your - 
decision. I will have a conversation if you and dreg feel it is 
necessary but that discussion would only result in a <M>ate over the 
ficts as presented below and Simon and Harris would need to be 
preesent on that call to represent what they have told me soncecning 
their in'.'olveatenc in this product. 

Guys - Have a terrific weekend. 


Forward Header 

Subyeet: Sinon Says 

Author: Jeff Stem at KPHG KVO Tax2 

Dace: 3;14-S8 9:4« A« ~ 


Bob. JohB'Laxry • I'l-e copied each o£ you on this because of your 
involvement up to this point, especially with regard to the technical 
issues that ha've arisen, on managing those rare personaltvy flare ups 
and in coding discussions. Z feel knot fear> the end is near. 


After some • but nos exhaustive - due diligence on ety part o%rer the 
last few tU'/B. here is what Z wss sblc to come up with as regards the 
involvement af IS in the OPIS strategy 'son of FLIP:. They are to be 
.sonctated with Opie and Flipper, two TJ characters from the 40's. 
Obviously reasonable men can differ on both the facts and conclusions 
but : thought I'd cake a scab at Laying out at least my ubderstaoding 
which perhaps can serve as a working document for any discussions next 
week. I invite any of you to please reply and let me know where I am 
off base sn any of this, t have cried to be as honest and accurate as 
I can be and have coned down my nomal pronacion >nec )usc a foot and 
running tern bovg’ cowards exaggeration buc ha've cried to at lease add 
some humor . 
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Firs; ;f ir. c-sr»s invaiveriter.; siicuH ii; tave a :zp‘/ si an 

unsslincad !e;;er to me iron 3eb Piaff extslZtsg the vtrcuss of Bcb 
Siwon and ifhich indicates how ir.tegraliy tavol'.-ed has been in the 
development o£ this strategy. From «■/ law school days. : was aivays 
told tc lead with strength and tJ ••■oufcould g«; a third part;' ts say 
how great your client was rather than having t^ur cltent say tr.at n« 
waa great * it would better ser-.-e ;t»u. thus. pJaff is wy first 
character witness who may later be called to Che scaad to discuss 
specific factual allegations in this case. S believe that letter 
states cnac *8ob (Simoni contributed significantly ts mahing it the 
basis shift stracegyi a bg^ter product with less rash for all 
concerned.' So that's Exhibit h. 

Just as a matter of background, in Septetsber or Occsber of last year 
6ob Simcn and bob Ffaff began cc have discussKms ca a successor to c.he 
FLIP transaction which was being aarheced. These discussions tcoh sn 
an air of urgenc/ when Larry Sel^ detensined chat EPNC should 
discontinue marketing the exisn.tg ptoduct. oimcn and Pfaff net in 
late October and throughout Keveeber to tweak or redesign if necessary 
cne old strategy • focusing on the Cayman partr.ership and adding 
features designed to lessen any Subparc F or other risks, “nsey 
determined that whatever cne new product, it needed a greater econcni; 
risk attached to it and should probably include a debt or convertible 
debt feature. During chose • plus weeks, these were daily phone calls 
between Pfaff end Simon end nuMraus meetings. The involvement was 
significant and depending up<w which !F>S test we want to apply. Sinon 
was big-cims involved. How to the heart of the discussion. 


SPIS at It's core 'pardw the use of core • it is cot e coding term of 
art* is really just an updated version of the basis shift strategy 
developed by IS and Pfaff. It is now - at>d don't take this the wroag 
way - a watered down version ■OBJcCTICH > SVERP.ULEDi of what Pfaff and 
Simon CMte up with in November and which was presented to the X$ 
Isadership team by Pfaff in early December far their review and 
co wa er.es. It was Simon who wrote up the product far discribucian to 
the leadership team aol for circulation to Larry. 

The use of a Cayman partnership i.’^stead of a Cayman corp caite about 
through eteccings Simon held with Pfaff. Although Pfaff Had actuall'/ 
floated thee idea back in July when he was still with XPHC. nobody 
ever pursued it. When flip was tabled. Simon brought it back on the 
table atMl showed Pfaff haw we could achieve an even better structure 
with a Caytnan LLC or partnership. By the way • you gu*/s should feel 
free to call Pfaff to the stand and ask him to ewtfirm or deny any of 
what I am saying as well as Simon's involvement. 

As you ttAy kitow, the Cayman entity >i& both FLIP and SPIS: is nominally 
owned by an HkA insntesidenc alieni . 'Jndex tfce FLIP strust'irc. there 
was s real question as to whether an hra was truly an equity helder. 

Tn particular, the NKA received a preferred return, was protected from 
risk, and in most respects looked like a service provider or debt 
holder. If that were true, either of chose charactetisations would 
have lead to a tax disaster. Simon was the one who suggested 
buttressing the NltA's posleioa as an equity holder and although some of 
Simon's suggested inpzovenwnts did oot make their way ir.to the ultimate 
DPIS product, othess did. Z assume cbe same could be said of ocher 
team membets who worked on this product. For exai^le. I know ska; from 
discuBSiens with Pfaff, the KBU will now have real economic risk and no 
longer has a preferrad return. In addition, the ^fP,A will hold both 
equity and debt . 

In the FLIP structure, the V.S. investor bought a warrant to purchase 
$C% of the stock of e Ce'/man cengianv foe a price designed to include 
all the fees of the participants in the transaction. It was essential 
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'-■.at varrir.". b-i as ar. :c-ian arTJiri ~r. -s« 

Ca'.TMn rcmpar.v ;;r s“ct:ar. pcrposss . Mins treatsd as 

actual scocb. Simen vas cSe or.e wric pcinted sue th* w«afU»ess la 
having the U S. investor purchase a warrant loi * ztdiz-^lofiely high 
atneynt of none/ - veil in escess of the strifce prise - vhish in no 
even: would he exercised since the investor aisc had a rash-settled 
opcitr. which would enable hirr to gam any upside ic the Caysar, ssicpar.v 
vithcut paying the strike price of execsisci . tc vas clear, we needed 
ths option ro be treated as an option Jo- Section i02 purposes. a.-.d 
yet ir. truth the option was really illusory and stood cut *cre like a 
sere thumb since no one in bis right xind would pay such an exor&itanc 
price for such a warrant. Plafi and Simon discussed alcernactves and 
came up with the idea of having the U.3. investor purchase 
convert lable debt since the investor could be expected ts pay at or 
near the prmcipai amount for convertible debt. E'lentually this vas 
chauioed t: a swap -ir. ^flS‘ but the idea vas the same - to get a bunch 
technical tetmi a£ money into Cayman csrp in a manner ^ich would 
have some economic substance without itself being equity. 

Ty-ere have been other changes to the strategv as well based on 
conversations that Simon has had with Pfaft Sic since Simon was 
effectively cut out of the loop in mid-December he has not been pri'.^* 

CO everi'thing that has transpired. 

The niP strategy included a loan from a foreign bans to the Cayman 
coRipanv. The Cayman coiapany then turned around and purchased shares 
in the same barJ:. llaccr. the shares were redeemed and magically, at 
the same moment, the 'J.S. investor ;relaced to Cayman t.hrough the 
warrant) would buy an option for the e^ivalent amount cf the shares 
fren the 3anK. In kicking the tires on F1.1P (perhaps coo hard for the 
likes of certain peoplei Slircn discovered chac there was a delayed 
settlement of the loan which Cher, raised the issue of whether the 
shares could even be deemed to be issued to the Cayman company. 
Naturally without the shares being issued, they could net later be 
redeemed. Under OvlS. the same simultaneous redemption is present, 
but settlement of the loan dociueents will occur inetediacely. i.e.. no 
delayed settlement. Clearly Simon was very vocal in his concern aver 
the delayed settlement issue and played the key role in eliminating it 
Cron the new and istptoved strategy. 

Simon was also the one who suggested and prepared invescer’S 
representation letters which dealt primaeily with the ln‘.*esccr's 
ecorujnic e.xpectations heading into the deal. Prior to that we bad 
some 20 or so representations buried In a SO page opinion. Because 
the investor himself was not making the represencacions. they were c£ 
dubious validity. Representation letters will now be issued on all 
OPIS deals and wherever possible in the old FLIP deals. 

Additionally, all of the time spent by John Karris on this project 
tand it IS considerable* has been run through iatcmational sen'ices 
cenctaess. A very significant issue in OPIS is whether the 
partnership anti-abuse regulations apply. John is the author cf that 
entire section, which was used word for word in the OPIS draft. 
Incidentally, although atbsittedly not entirely relevant is the praise 
chat WKT had for that particular section. Indeed, the OPIS draft that 
Rar.dv Bickham circulated was primarily taken from an earlier draft of 
a partnership structure that John Harris bad worked on with Bob Pfaff 
before Bcb left the Fin. 

rinally, and although this may be considered by Creg as an admission 
against interest, it was Greg who staead in writing to X believe Bob 
Sliwn that the 'the OPIS product was developed in response to your and 
SPP tax's coaeeros over the FLIP strategy, we listened to your input 
ragarding technical concania with respect to the FLIP product and 
atcengited so work solutions into the new product*. I assume Creg does 
not »ear. that he worked those technical solutions into the product 
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:r. csr.ilusicn - The ievelopmer.t :£ tr.* <pr5 vas a r*a* effsrt 

viin the pri^r;!' cechr.ttai thrust ::r ese i=^;r=’.-ea prcAjtt tsxtRo frsn 

tovcivement hf Simon and Hams vcr^ttn^ aicnestde ?£a££. I so 
believe there ts any credible riaii that FF? invented a new stratsw* 
or product railed OPIS and it vsuld cake an absoluse dssre^ard sJ the 
faces :t rearh such a rcr.clusisr.. A : said above, ?:.;p is a vatered 
drvn version of whac Simoa and Pfaff presented to d}« ZS leadership 
team in :>ee«aber. I believe chat all that has been acesf^lished over 
the past evo ncr.rhs since Sincn has seen cut out iS that as xany c£ 
the ei^enstve a^ifiracicns that could be caben cur sf OPla have been 
and sa* change has beer. made, chat being the swap rather rhac the Sect 
instrument :-'^.ich adds ecthing of subscar.ee-. f also believe that 
some s£ the feac-aces that gave this product acre ecMwmit substance 
have also been eliminated but I will cbvisusly defer to larry wiio is 
the one who should opine on the relevant tecnnical impact cf the 
modifications and elirainacicns ts the product. 

What I thought we were trying to achieve here was bringing the best 
minds we had in this Firm togee.her in trder ts design the best pcsd-uct 
to go to market with. That we did and for the five or sc months tna“ 
Simon and Hams ha-.-e been ini-el^-cd -prockino with Pfaff. net once did 
an-/body ash. inclining Sand-/ Sr.vth -who is -ulcimacel-/ responsbile for 
the financial results in chat ge^graph-/. who is gsing :o pay ZS for 
the time ard effort being apent by the !5 greup in Denver. That -was 
the same path ws went down -when Pfaff and Larson worked se the 
original PtlP strategy. To no-w say that the hundreds of hours that tS 
spent in desigr.i.-ig this strategy was either nominal or does not rise 
to the level cf substantial is not onl-y offensive but Z can guarantee 
you -will not result in a greater sense of teawwork going forward as 
attempt tn better leverage oursel-.-es with the FCS gro-ap. 

Vihac I thought we were tr;.*ing to accsnplisb in creating that group was 
not ha-ving independent pockets s£ professior^ls spending time 
developing independent strategies that were not nearly as powerful as 
-whac -we could accomplish working together as a team. That should be 
-what we're trying to accomplish rat.her than this 'mine is bigger than 
i-ours* thing that we seem to be e.tperimencing with. Somebod-/ tell me 
-what ve'rc doing here b*/ suggesting a reward system that is based on 
anything but team. Truth be told on this one. SS has probably been 
responsible tor S0% of the SPIS idea when -you examine the final 
pcoduet and compare it to fXtP, along with whac led to OPIS. who 
suggested the hey modifications to the FLIP strategy, and the key 
produec characteristics of OPI$. Let's ;us: stay -with cur 30 3C deal 
and forget about che Ides of Harch. 
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Author: harry D«Z«p at KyM6_silleDOjVallay3 


nata: a/lC/»B 3:0S M 

.-iorlty: Komal 

rOs Gregg k. Aitehic at lcm8jrasaar_CaBCeT 
70: oeuglaa J. Gtmb ac KPMG.KSs.Park 
m icdBarc a. Nalla at KPMO.lO_Nc«tyaX»4 
TO: Joba T. Xdomiag at KPMSjaS^VaxX 
to: Jeff SteiB at KM6jnra_Taxa 
Subject! A«< Siaea Baya 


Masaage Ceotaata 


JaK - . 

X thiak you know this, hut juat le nake it clear the liiarXetiag af 
cats haa not bean appcovad by OhP-Taa. Vaithar baa it baaa 
diaaiiproTad. We are awalciag addlclefua iafazaatioa troM ortgg. 
laeludiog aa acacuMKlc aaalyala eC Cba pra>tajt profit opportunity and a 
baafad-up asalyala of tba parenerabip Isaua (i.a., tdiaebar the awap 
cranaaotion could cauaa tha O.B. lavaator to be esuidarad a partner 
ia tba feraiga partaarabip> . 


X m ia Haw yorb at 55 Beat S2ad thla week. Could you have tba two 
itaem noted is tha flrat paragraph below aene over to ae. 


iriirry 


_ Reply Separator 

Subject: Sineo Saye 
Author: Jeff Stain at KPNSjnro_Tax2 
Pacat 3/14/BB *:5S AM 


by tha way aiaybedy who doaa not bava a copy of the Pfaff latter, let 
M know and Z will fax it over to you. Zn addition in eaaa you want a 
copy of the BoveeiMir C, i*B7 oeoe dceallittg the prapoeed LlC atcucucre 
writcan by Sloon to Tba Werklog Gro\9” which included Aitehia. Bfaff. 
Z«reaa. Aidulm and A.J. Aubla of cbe law fin of Brown 4 Uood let na 
know and Z will fax it ever to you aa wall.. Aa .X said below, the OAIS 
strategy is a atrippad dwon versleo of cba U.C struetura. 

tnoldentally. X fallad to nation that tha teaeacch eti tha eoet 
troublaaOBW iaauaa with reapeet to this produce was done ia larga 
eaaaura by Sian. Asnrla and Hargarcc latkea lalso IS} Thoaa iaauaa 
tneludad: 

a > whether O.B. inveator'a Intareae in the Cayun antity was 
disguised eguxty. 

b • The application of the at-rlak zulea and, 

e - The heaia of tho eharea held by the C.S. inveaeer. 

rraxdcly Doug - if you are the ultimate arbiter ia this Barter. Z think 
you have all the facta you need at your dlepeaal to make your 
decision. 1 will have a ctmvaraaelen if you and Greg feel it is 
neeeaaary but that dlaeuaaloa would only result in s dabaca ever the 
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£aeiui u prs*eiit»d b«lew azul SMksr «a4 Bums would n«cd to b« 
prrcjcnc ea chat cell to reproscae wbac eh*y bava told m coaeerslns 
their invBlvaawoc Ic tltis product. 

Guys • ^v* • cerrifie waafcud. 


■ Pervard Haadar 

s^aet: Siaos Say* 

Author: Ja2£ itaia at DHB.intl_Tax3 
Sate: 3/14/9t 9:4fi AM 


8ob/Jotw/Larxy > I'va copied ueh e£ you eu thie bacauaa of your 
iavolvcneat tq> co thia potac, eepeelally with regard cp. eba teebateel 
isaucB chat bava'ariaan. ea tRanagiog cheat rare steraosislicy flare ups 
and ia coding diacosaiana. I faal (aee faar) the ead it aeer. 


Aftar acNBo - but aet eahauetivt • due diligeoce ea ny part over the 
late few deya» here la *duit 3 mm abla to com «qp with as rtgardt the 
iavolveaaat of Xt la tha OPX$ stxatesy (oaa eC fLXP) . Thay ara co be 
ooatrated with Ogle and nipper, two tv eharaetera frea the C0 ‘b. 
cbvieuaiy raaawabla eea eaa differ so both the facta and eonelusiofte 
but X cbeoghc I'd ca)ce a atab at laylag oat at laatc my aadarttaading 
which perhtfw can aerve aa e workiag document for eny diacuaaioea iioxc 
week, z invite eay of you to pleeae reply and let me knew where Z an 
off beae on any of thia. t have tried to be ea boaatt and accurate aa 
X eaa be aad have toned deua sqr aenal pronatlon (not just e foot ead 
niaaiag ten Doug} ccMarda exaggeration but have tried to at laaet add 
BOM hwr. 

Piret of alX. la ceroa of involv emen t you ehould all have a copy of aa 
UBSoltcited letter to me from Sob Pfaff axcolltag the vircuea of Bob 
Sinon end idiieh Indieetca how iaecgrelly involved Bob hae been in tha 
dcveiopneat of this screcegy. from my law aehool days, z wea alvaye 
told to lead with icrength and if you could gat a third party co eay 
how greet your elleat waa catber chan bevlag your client sey Chet he 
wea great • ic would better aerv« you. thua, pfaff ie oy fleet 
ehareecer witaeaa ybo aey later be celled to the etend co diaeuae 
apeeifie factual ellegecioae in thia caaa. X believe that letter 
aeatas chat "Bob (Sieen} eeacributed algnifieeacly co nakiag It {the 
baaia ahift atracegy) a better product with leaa risk for all 
concerned. ■ So thac't Kxhlbic A. 

Juat aa a Mttar of hadegrouad, la Sepcewber or Oecebar of laac year 
Bob Sinoa aad Bob pfeff began co have diacuasiooa bo a euccessor to tbe 
PUP CraBMctien which was balag merkated. These diseusslena took ea 
an air of urgeacy dtoa Xhurry Dalap determined that KPHB should 
discontinue markeclag the existing predoec. Slmoa sad Pfaff oat la 
late October aad throughout Bovember co tweak or radeaign if aeeeasary 
tha eld strategy > faeusing an tha Caysma partnerahip and adding 
features designed to Icasaa any subparc f or ocher risks. They 
deterained that whatever the nev product, it Beaded a greeter economic 
risk eceaebed co it and should probably include a debt or coavectible 
debt feature. During chose C plus weeks, chare were daily phone calls 
beeveea Pfaff and Simon and numarous meetings. The iavolveamnc was 
significant and depending i^n which IBS test we want to apply, 'simen 
was big-CAM involved. Bow to tbe hcert of che discuaticn. 
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OPSS mz Ic’s c«t ipu-dm cbc u3« qC cpre • iX i» nec ■ coduig t«rtR oS 
«rt) i* really juat an updaced varaxpa ef tbe bails ablfr stractgy 
dovalopad by ZS sad Pfaff. zt is sew • sad don't taka this the wro:^ 
way • a watered down vcxsloo (OSJZCTXe^ • OVERJUTUD} o£ what PSa££ and 
Sinen cama up with is Moveidsar and was prsaentad to tha is 

leaderabip tasn by PfaZil in aaxly Decenter £er chair review and 
ceawats. ic was Simon tdto wxBte up the product £er distribution to 
ebe leadership team and fox circulatlen to tarry. 

Iba use of a Cayman partnarship instead of a Cayman eoep came about 
throigb meetings S^Uaen held with Pfaff. Although Pfaff had actually 
fleatad that idea back in duly tdtsn ha wet still with. KSMa, nobody 
aver pursued it. kben PtZP was tablad. Siaon brought it bai^ on the 
table and showed PCa££ hear we could achieve an even batter stnictun 
with a CayMm tXiC or j^zcaarship. fty the way - you guys should feel 
free to call Pfaff to the sta^ sad ask hia to confirm ex deny any of 
what I am aaying as well as Sison's iavelvemeot. 

hs you may knew, tba Cayman eaticy tin both PUP and OPIS) is nominally 
owned by an ISA (noaresideet alien) . tjndax tha SLIP atziieture. there 
was a raal guastiaa as to tdtsthar an MSA was truly aa aguity boltter. 

In particular, tha DtA receivad a prafarred ratnm. was protected from 
risk, and la moec raepects looksd like a aervica prewtder or debt 
bolder. If that wars true, eithex of cheae dtaraetariutiens would 
have lead to a tax disaaccr. Siaon was the one who suggested 
buttressing the MXA'a peclclea as an agulty bolder and altbowgb seme ef 
linen's eut^stsd inyrovameocs did nee make chair way into the ultimate 
OPZS'product. others did. z assume tbe aama could be said ef other 
tam meabers who worked on this product, for exafl^lc. z knew that from 
diseussiona with Pfaff, the MtA will new have real ecesemic risk and no 
longer hes a prefarzed return. Zn addition, tha NUA will hold both 
equity and debt. 

Xs tbe FLIP structure, the C.S. in^stor bought a warrant to purchase 
sot of tha otc^ ef a Cayman coepany for a price designed to include 
all tha fees cf tbe pareleipaace In chc eraasaetien. It was easantial 
that the warraac be treated as an option to acquire stock in the 
(Uyman coepeny {for Seetien 102 purposes), without being treated as 
actual acock. Siaetx was tiw oas pointed out the weakneee is 
having the U.S. iovescer purchase a warraac for a ridiculously high 
aaounc of money • well in excess of the strike price • which in no 
event would be exercised {since cbe investor also had a cash>seccled 
option which would enable hia to gain any inside in the Cayman company 
without paying the atzika price of exercise) . 2t was clear, we needed 
the option to be created as an ^cica for Sectico 2D2 purposes, and 
yet in truth tha ^tloa was really illuaory and stood out a»ra like a 
aere thumb einca no one is hia right mind would pay such an exorbitant 
price for aueh a warraac. Pfaff and Siaon discussed elcamatives and 
came up with tha idea of having the Q.s. investor purchase 
eeevercialile debt elnee the Investor could be «;q>eeced to pay at or 
near the pcincipel arnotmt for cenvertible debt. Bventuelly that was 
cheaged to a swap tin OPZS) but the idea w«« the same • to get e bunch 
tteehnieal term) of money into Cayman eorp in a stannar which would 
have eoma eecxiemie subacanee without itswlf being equity. 

T}iore have been other changes to the strategy as well based on 
conversations that Simon has bad with pfaff but since Simon was 
effectively cut cue of the loop in nld>Secc«ber be has not baen privy 
to everything that has tran^xred. 

The TLX? atraeegy included a lean from a foreign bank to the Cayman 
ecapany. the Cayman eonoany then turned around and purchased shares 
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ui zh* HtBC bwK. Latitr. rb« aiuises w«r* redeea*4 and cu^ic*:.!/, ac 
th« f«M wiMwat. th« Q.S. umstoz ce Cayman Chrnugiv the 

warrant) would buy an eptios tor ths aquivatane anouae s£ the shares 
from the BanX. Jn kie)ciiig the tires os mf (perhaps coo hard Ser the 
likes of certain people) Simoo discovered that there was a delayed 
secclemuc of the loan which thes raised the issue of idiecber the 
shares could even be deemed co be issued to che Cayman cespany. 
Naturally without the sbaces h^iag isaued, they could not later be 
redeemed. Csdes OPXS, the seam simiteneous radenpcloa Is pres«nt. 
but scttlemeat of the loss doeunents will occur iaaediately. i.e.. no 
delayed settlcMBt. Clearly Simoh was very i^al in his eaneem over 
the delayed settlement issue and played the key role as elisdsatlng it 
from the mw and ispreved strategy. 

siiaen was also the one who suggested and prepared investor's 
represraeation lettart which daalt priaaxaly with the inysscor's 
ecoiwBtie expaetacioos heading late the deal- Brier to that wa had 
some ao or ae rapresentationa buried in a SO paga opinion. Bacause 
the iziwestor himself wms not makiaq the representations, they wmre of 
dubious validity. Bepresentacien letters will new be issued on ell 
OPXS deals axjd %diesevar possibls la tbs eld FbXP deals. 

Addicittsally. all of tbs tiaw ^sot by John Karris on this project 
(and it is eeasidersble) has bean run threu^ iatamational sscvieas 
coatraeCB. A vary significaat issue in OBXS is whether the 
partnership snti-abus* zegulations apply. is the author of chat 
antire section, which was used word for word in the OBIS draft. 
Xncldmtally, although adaiccedly net entirely zalevant is the praise 
that kmr had for that parcieuiar section. Xndemd. the OBIS draft that 
Bandy Bielcham circulated was primarily taken from an earlier draft of 
e partnership structure that John Karris had worked cn with Bob Bfaff 
before Bob left tha Blrm. 

Binally, and although this may ha eonaidared by dreg as an edaissien 
against interest, it was dreg who ststed In writing to t believe Bob 
Simon that the "the OBXS product was davoloped in response to your and 
OBB tax's eoneanta ever the PLXB strategy. Me listened to your input 
regarding technical concerns with raspect to tha PtXB product and 
atteeq>ced ee work solutions into ths new product*. X assume Greg does 
not mean that ha worked these technical soluticns into the product 
himself or wlch just Mr. Siekbam. : will leave the discussion on Hr 
Biekhan and tha evaluatioo of hia incerzutional cactmieal s)cills made 
indepandeatly by two sanier XS partners to another diecusslon. 

Xu eonelusloa • The davelepiwst of the OBXS strategy was a team effort 
with Che primary technical eteiae Cor the aeproved product coming from 
XS- Given the eimilcrity e£ this product to PLXB and the extensive ' 
lavolvaeiest of Simon and Barris working al<^sids Bfaff, t do not 
helleve there Is any credible claim that BBB invented a new strategy 
or product called OBXS and at would take an ebsolute dieregard of the 
facts to reach «u<di a eeaclusion. A Z aaad above, n.lB la a watered 
down version of what Bimon and Bfaff presented to che ZS leadership 
team in Deecabar. j believe that all that hes been aecot^llshed over 
the past two tpooths since siaon has been cut out ia that as many of 
the expensive modifications that could be taken out of OBZS have been 
and one change has been ewde, that being che swap rschaz chan the debt 
instrument (which adds aotblng of substance) . X slso believe that 
acne of the features that gave this product more econcssic substance 
have also been eliminated but 1 will efcrvlously defer to Larry who Is 
the one «dw sitould opine on the relevant technical itrpact of the 
stodifieatiens and eliminations to the product. 
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Wiuit Z CAPwgnt ve war* uryuig ce aciuav* hmr* was ariAguig cii« acsi 
Binds VB lud la tbis Fim cogvcter la ordar ta duisn tlm base produce 
to so to market vltb. Thee we did and for tbe five or so atoechs that 
diaoe ead Kerris have bmea involved vorklns witA P(a££. not once did 
aaybotfy ask, includisv Sandy Smith who is ultiMCsiy re^onsbile for 
the Eiaaneial resvaca in that geepgraphy, who is geiag to pay zs for 
Che time and effort being spent by the IS group lo Denver. That was 
the same path we went down tduin Pfaff end &axs<m woriMd on the 
original IX2S atrategy. 7d now aay that the hundreds of hours that IS 
spent in dtslgsiag this strategy was either oeaizial or does net rise 
to the level of substantial is net only effaasive but X can guarantee 
you will net result in a grestax sense of teaserark going forwssd as we 
attetrpt to better leverage ourselves with the PCS group. 

Nbae X thought wa were tryl^kf aecespllsh in ereating that group was 
nee having indspesidenc po^ets. of prefasslenals spendisg eims 
daveloping ind^eadent scratsgiss Chat were net naarly as powerful as 
what' wa could acoenvlish working together as a taan. That should be 
what we're trying to aceoaplish nthar than this "mina is bigger than 
yours* thing time we seen to be experisMsting with, fioaobedy tell ms 
tdaat we're doii^ here by suggesting a reward system thee is based on 
anything but team. XTt^ be told on this oea, IS has probably been 
responsible for SOt of the OPZS idea tdiea you enuaias the final 
product and eempax* it to mv, along with what led to OSXS. who 
suggested the ki^ medifioations to th* fX.XP strategy, and the key 
product ehsractaristiea of OPZS. Lot's just stay with our SO/so deal 
and forget about th« Zdas of Nareh. 
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Rosenthal, Steven M 


From: Rosenthal, Steven M 

Sent: Sunday, May 09, 1999 1 1:56 AM 

To: Smith. Richard H (WNT) 

Cc: Springer, Mark A; Watsw», Mark T; Wiesner, Philip J 

Subject: RE: V%o is the Borrower in ttie BLIPS transaction 


Yes- 

— Originai Message — 

From; Smith, Richard H (WNT) 

Sene Sunday, May 09, 199911:32 AM 

To; Rosenthal, Steven M 

Cc: Springer, Mark A; Watson. Mark T; Wiesner. PhH^ J 

Subject: RE: Who is the Borrower in the BLIPS transaction 

Steve, 

Based on your analysis below, do you conclude that the tax results sought by the Investor are NOT "more likely than 
not" to be realized? 

Thanks, 

Richard 

— Original Message — 

From: ' Rosenthal, Steven M 

Sent: Friday. May 07, 1 999 4:48 PM 

To: VMesner. Philip J 

Cc: Springer. Mark A; Smith, Richard H (WNT); Watson, Mark T 

Subject: Who Is Uie Borrower in the BLIPS transaction 


Phil, 

As a follow-up to our meeting this morning. I wanted to outline my concerns on the "Who is the Borrower" issuer, 
My research suggests that this question turns on economic substance-and a "facts and circumstances" 
determination. My largest concern is that the BLIPS fects suggest that in economic substance, the partnership, 
rather than Uie individual investor is the true borrower (assunting there Is a debt). I believe the following facts are 
problematic: the investor is nominally the borrower for only a transitory period (7-10 days): the loan is non- 
recourse (the investor never assumes any personal liability); the investor does not control the proceeds (toe 
proceeds are left in the bank) and toe investor apparently has little investment discretion while it holds toe funds; 
toe investor presumably will earn a negative spread while it holds toe proceeds; toe bank-and all of the other 
parties to the transaction- v/ili look to the partnership, and not the investor, to repay the loan; toe non-tax business 
reason tor toe investor to borrow toe proceeds and convey toe loan is not substantial (the purported reason, 
leverage, can be accomplished in or out of toe partnership). 

The case taw (Plantation Patterns, NIPSCO. Aiken) emphasizes toat the substance (which requires a non-tax 
business pumose), and not toe form, of an arrangement is critical to answering the question oi "Who is' toe 
Borrower." Thus, In NIPSCO. a back-to-back finance arrangement that provided toe intermediary with dominion 
and control of the funds and a positive interest rate spread was upheld, out. in Aiken, an intermediary that earned 
no profit was not respected. 

The S-corporation cases appear of limited value. In these cases, the individual actually borrows and enters into 
another loan agreement (and thereby remains liable on toe original loan). In our case, toe individual borrows and 
then conveys the assumed loan to toe partnership (without a substantial change in its economic position). In 
addition, in these S corporation cases, the bank typcally was unaware (and did not care) toat the loan proceeds 
were relent (see, e.g., Bolding). In BLIPS, toe bank (and toe other parties) contemplate that the partnership, and 
not the investor, will repay the loan. Likevrise. in Rev. Rul. 80-240, in a structure veiy similar to BLiPs (but, with a 
corporation and not a partnership, assuming a loan borrowed by an individual), toe IRS determined toat the 
individual would be ignored for federal income tax purposes because the individual was merely an intermediate 
agent (and toere was no plan or intention for the individual either to own the property acquired with the loan 
proceeds or repay the loan proceeds). 

Even if we could surmount these first two issues (j.e., a non-tax business purpose and the requirement that the 
parties look to the investor as the borrower), there are further hurdles to retying on these S-corporation cases. In 
Bergman v. U.S. (decided last month by the 8th Cir.), the court emphasized that ”[l]oan transactions, like all 
transactions, must have independent economic substance to confer tax benefits on toe parties [citations omitted]. 
The tax benefits of creating indebtedness thus may be set aside if the taxpayer's economic situation has not 
actually changed (citations omitted}. Actual indebt^ness is created only where there is an economically significant 
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Rosenthal, Steven M 

Prom: Wesner, Philip J 

Sent: . Monday, May 1 0. 1999 8:52 AM 

To: Rosenthal. Steven M 

Cc': Springer, Mark A; Srratti, Ridrard H (WIT); Watson, Mark T; Lippman, Michael H 

Subject: RE: Who is the Borrower in ttie BUPS transacUon 


Gentlemen; Pfease heip me on this. Over tiie weekend whBe thinWng about WNT involvement in BUPS I was under &te 
impression that we had sent the transaction forward to DPP Tax on me basis that everydne had signed off on their 
respective technical Issue(s) and tiiat I had signed off on the overall more likely than not opinion. If ffiis impression is 
correct, why are we revisiting toe opinion other than to beef up toe technical discussion and furtoer refine the 
representations on which the conclusions are based. 1 am veiy troubled toat at this late date the issue is apparently being 
revisited and if 1 understand ccMrectly, a prior decision changed on tois technical issue?l Richard, in particular, jog my 
memory on this matter since i based my. overall opmlon on toe fact ttfeit everyone had signed off on their respective areas? 
Phil 


— Original Message — 

From: Rosenthal, Steren M 

Serrt: Friday, May 07, 19994:48 PM 

To: Wiesner. Philip J . 

Cc: Springef, Mark A; Wchard H (WtfT): Walson. Mailc-T 

Subject: Who & the Borrower in Bie BUPS Iransactfon 


Phil. 

As a follow-up to our meeting tois morning, I wanted to outline my concerns on the "Who is toe Borrower" issuer. My 
research suggests toat tois question turns on economic substance-and a "facts and circumstances" deteimination. 

My largest concern is toat toe BLIPS facts suggest toat, in economic substance, toe partnership, rather toan the 
individual investor is toe true borrower (assuming there is a debt). I believe the following facts are problematic: the 
investor is nominally the borrower for only a transitow period (7-10 days); toe loan Is non-recourse (toe Investcw never 
assumes any personal liability); toe investor does nm control the proceeds (the proceeds are left in toe bank) and toe 
investor apparently has little investrhent discretion wtoae it holds tne funds; the investor presumably will earn a negative 
spread while it holds the proceeds; the bank-and all of the otoer parties to the transaction--* will look to the partnership, 
and not the investor, to repay toe loan; the non-tax business reason for the investor to borrow toe proceeds and 
convey toe loan is not substantial (toe purported reason, leverage, can be accomplished In or out of toe partnership). 

The case law (Plantation Patterns, NIPSCO, Aiken) emphasizes toat toe substance (which requires a non-tax 
business purpose), and not toe form, of an arrangement Is critic^ to answering the question of "Who Is toe Borrower." 
Thus, in NIPSCO, a back-to-back finance arrangement toat provided the intermediary with dominion and control of the 
tonds and a positive interest rate spread was upheld, but, in Aiken, an intermediary that earned no profit was not 
respected. 

The S-corporation cases appear of limited value. In tocse cases, toe Individual actually borrows and enters Into 
another loan agreement (and thereby remains liable oh toe origtoal loan). In our case, the individual borrows and then 
conveys the assumed loan to toe partnership (without a substential change In its economic position)*. In addition, in 
toese 5 corporation cases, the bank typically was unaware (and did not care) toat the loan proceeds were leient (s^, 
e.g. Bolding). In BLIPS, the bank (and the other parees),contemplate that toe partnership, and not toe investor, wll 
repay toe ioan. Likewise, in Rev. Rul. 80-240, In a strucoire very similar to BLIPS (but with a corporation and not a 
partnership, assuming a loan borrowed by an indhridual), the IRS determined that the individual would be tgnored for 
^eral income tax purposes because toe Individual was merely an intermediate agent (and there was no plan or 
intention for toe Individual either to own toe property acquired v«th toe loan proceeds or repay the loan proceeds). 

Even if we could surmount these first two issues (l.e., a non-tax business purpose and toe requirement that the parties 
look to the investor as toe borrovrer). there are further hurdles to relying on toese S-corporation cases. In Bergman v. 
U S. (decided last month by toe 8to Clr), the court emphasized that "p]oan transactions, like all transactions, must 
have independent economic substance to corife" tax benefits on toe parties [citations omitted]. The tax benefe of 
creating Indebtedness thus may be set aside If toe taxpayer's economic situation has not actually changed [citations 
omitted]. Actual indebtedness is created only 'Arhere there is an economically significant change in toe taxpayers 
wealto' in otoer words, there must be an acteal econorrfc wtiay thaUeaves the taxpayer poorer in a matenal sense 
[citations omitted].'* in a non-recourse situation, like BLIPS, toe investor appears no poorer, or at more risk, by serving 
as 8'i ir-'/Tmediary, as compared to his exposure if the partnership had borrowed the proceeds directly. 


Steve 
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Rosenthal, Steven M 

From: Rosenthal, Steven M 

Sent: Wednesday, August 04. 1999 9:44 AM 

To: Watson, Mark T; Brockway, David H; Sprmger, Mark A; Ammerman. Douglas K 

Subject: RE; BLIPS 


Mark, 

I share your concerns. We are almost finished witti our technical review of the documents that you gave us. and wli 
recommend some clarifications to address ttiese technical cwwems. We are not, however, assessing economic 
substance of tee tfansacfion (i.e., is there a debt? who is tee borrower? what is the amount of tee liability? is there a 
reasonable expectation of profit?) I continue to be seriously teiubled by these issues, but i defer to Phil Wiesner and 
Richard Smite to assess them. 

Steve 

— Original Message — 

From: Watson, Mark T 

Sent Wednesday, August 04. 1999 9:25 AM 

To: Brodcway, David K; Springer, Mark A; Ammerman, Douglas K 

Subject BLIPS 

Gentlemen, we are almost finished with our second review of tee loan documents and LLC agreement related to 
BLIPS, and I anticipate that we will submit our final comments on these documents fcw the end of business today. The 
PFP practice will teen begin imptementing the BLIPS transaction, and we anficipate teat approximately 80 b^nsactions 
will be implemented before 12/31/99. 

However, before engagement letters are signed and revenue is collected, ! feel it is important to again note that I and 
several other VWT partners remain skeptical that tee tax results purportedly generated by a BLIPS transaction would 
actually be sustained by a court if challenged by tee IRS. We are particularly concerned about tee economic 
substance of the BLIPS transaction, and our review of tee BLIPS loan documents has increased our level of concern. 

Nonetheless, since Richard Smith and Phil Wiesner - tee WNT partners assigned with tee responsibility of addressing 
the economic substance issues associated with BLIPS - have concluded that they think BLIPS is a “more-likely-than- 
nof strategy, I am prepared to release tee strategy once we complete our second review of the loan documents and 
LLC agreement and our comments teereon (if any) have been incorporated. 
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Author: M&ck A- Springor at KPKG Dallas 

Data: 5/25/98 10:27 R4 

Priority: Noroal 

TO: Jeff Stain at XPMSJTfO Tax2 

TO: Walear H. Duaz at KPM3~Heuston 

TO: Douglas X. An&aman at''xPMG_Orangajteunty 

TO: eragg H. Ritehia at XPHO^HamarjCantac 

Subjaet: Ra: OPTS Taa Shelter saglstratien 

Msasaga Contents ■ 


Althou^ soae recant events aay suggest a more focused attention on the 
part of the XXS/Congress with respect to what are perceived as abusive 
tar-erientad transactions (easnsnts at public fottmi (don’t remnftier the 
exact cenferance) by IRS executive re develepsuint by accounting fixes 
of *tax products*; intreduetlen of bipartisan legislation today to shut 
down the SXXT liquidation strategy), I would still concur with Gregg's 
reeoBswandatlon re registration under the old rules. Xf for som ceasen 
the IPS decides to ”get tough" with sosMone vts-A-vis the old nilas, I 
suspect it could eaaily pieh on AMT of the Big -5, or for that matter 
any nuober of law fixas/promotecs — I don't think wo want to create a 
coDpatitlve DX5ADVAM7A6E, nor do W vaftt 'tb lead with dur chin. 

»arJe - 1 \ - ■■■ ' 


hsply Separator 

Subleet: OPZS Tax Shelter Registration 
Author: Gregg H. Ritchie at KPMS MARMRR C2MTER 
Date: S/25/9B 3:S5 PM - ~ 


Please review the attached maswrwda ae aoon as possible. Xt is 
isperative that we eccoe to a collective decision immediately. Z look 
forward to your response. 
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From /0=KPMG/0U=US/CN=RECIPIENTS/CS«18293 
From : /O=KPMG/0U=US/CN=RECI P lENrS /C1S=18293 
To : /0*KPMG/0U=US /CN=RECIP1 ENTS/Cf**204 99 
Subject: OPIS 

Sent: 1998-12-07 23:39:17.649 
Date: 1998-12-07 23:39:20.631 
X-Foider: OPIS 

To confirm my understanding of ouC phone discussion: 

1. There will be no further proacCi've marketing of OPIS. 

2. Through December 31, 1998, thef® can be reactive marketing of OPIS (i.e., if 

a client or target approaches us ideas relating to reduction in capital 

gains taxes, we can discuss 0P3S as a possible strategy) . 

3. After December 31, 1998, there will be no marketing of OPIS in any 
ci r ciiras t a nc e s . 

4. To 'the extent a client or target has been introduced to, and has expressed 
interest in, OPIS prior to January 1, 1999, we can. assist with implementation of 
an OPIS strategy for that particular client or target during 1999. In order to 
monitor this grandfather rule, Jeff should obtain an inventory of all clients 
and targets who are said to have expressed in interest in OPIS prior to January 
1, 1999. 

All references to '*OPIS'' include the similar product for which Quadra is the 
investment adviser. 


Larry 
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Unknown 


From: Eischeid, Jeffrey A 

Sent: Wednesday, Juiy21, 19996:10 AM 

To: Comer, Michaet S 

Cc: Ammerman, Douglas K; Green, Douglas J 

Subject: FW: National Accounts Database 


The following is a draft 'product pitch* similar to the one you fonwarded me last monto. Note that ttiis product has received 
tentative DPP-Tax approval. It still subject to Washln^on National Tax review of the underlying documentation to 
tosure the documentation comports with various representa^ons. That review is currently in process ar>d should be 
completed some time this week or next week. To be conservative, you should probably wait for formal approval before 
distributing your email to National Account TSPs. 

I’d like to talk to you about more ^ecific targeting wifoin the National Accounts list This effort is going to be somewrtiat 
difficult given toe breath of application of the BLIPS product 

Finally, I am not sure how to integrate toe BLIPS product announcement wrfth toe broader PFP Issue we discussed on the 
14to. Spectlicaily, if the priority of toe TSPs is to enhance KPMG's r^fonshtps with the "C class', they should introduce 
their focal PFP partner and toe broad services that the PFP practice offers, e.g., tax return preparation, estate planning, 
stock option planning, retirement planntog, etc. Innovative Strategies (formerly CaTS) is an integral psut of toat broad 
practice and is something like toe icing on the cake, tf toe notion of a ii^oad PFP relationship doesnl seR in a particular 
situation, we can at least offer key executives an introduction to Innovative Strategies. Innovative Strategies is a portfolio 
of value-added products toat are designed to mitigate an todivkhiaFs income tax as wed as estate and gift tax burins. 
BLIPS is just one of toe products in the Innovative Strategies pcxtfoKo. 

Jeff 


ACTION REQUIRED 


PRODUCT: BLIPS 
CRITERIA; Individuals with: 

« significant (> $20 million) capital gain income, e.g., sale of company stock, or 
• significant (> $20 million) ordinary income, e.g., exercise of nonqualified options. 

VALUE PROPOSITION; Reduce Federal and state tax liabilities by making tax advantaged Investments in 
emerging markets currencies. Aside Irom trading profits, a key objective is for the tax loss associated with the 
investment structure to offset/shelter the taxpayer's other, unreined, economic profits. This is a turnkey 
investment program that integrates the services of various parties including the investment advisor, 
leg^drafting, banking, and KPMG tax opinion. The all-in cost of the program, assuming a complete loss of 
investment piincipaL is 7% of toe tar^ted tax loss (pre-tax), llie tax benefit of the investment program, which 
ranges from 20% to 45% of the targeted tax loss, wfil depend on the taxpayer’s effective tax rates. 

FEE; BLIPS is priced on a fixed fee basis which should api»oximatc 1.25% of the tax loss. Note that this fee 
is included in the 7% described above. 

CONTACT: 

Jeff Escheid -Personal Financial Planning - Atlanta- 404/222-3180 
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—Original Message 

From: Comer. Midiael S 

Sent: Tuesday. July 20. 1999 10:12 AM 

To: Eischeld, Jeffrey A 

Sul>}ect: NaUonat Accounts Database 

« File: NA720.xis » 

Je«, 

Attached is the cuirent BsUng of National Accounts for ttie f^ analysis. It's not substantially different than the June 2 
listing. Let me know if you need any other Information. 


Michael 
212 872 6039 
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From /0-KPMG/0U*US/CN=RECIPIEm'S/CN=1184-? 
From: /0»KPMG/0U=US/CN-RECIPIENTS/CN-1184? 
To: /O=KPMG/OU=US/CN-RECIPIENTS/CN-20499 
Subject: BLIPS 

Sent: 1999-08-05 16; 43:47. 648 
Date; 1999-08-05 16:43:48.435 
X-Folder: Sales Assistance 

FYI 

Bill Goldberg 
KPMG 

700 Louisiana St, Suite. 3000 
Houston, TX 77002 
Telephone: 713-319-2143 
Facsimile: 713-319-2040 
e-mail: wgoldberg@kpmg.Gom 


Original Message 

From: Kearns, Paul M 

Sent: Thursday, August 05, 1999 11:32 AM 
To: Goldberg, William J 

Cc: Beakley, William D 

Subject: RE: BLIPS 

Just so we are clear, I personally view it no greater than 15% 

Original Message 

From: Goldberg, William J 

Sent: Thursday, August 05, 1999 10:37 AM 

To; Kearns, Paul M 

Cc: Beakley, William D 

Subject; RE; BLIPs 

Paul, 

It is, for this firm, an aggressive strategy. Of course, there are other people 
approaching our clients with even more aggressive strategies. I see this as the 
client’s decision with full disclosure on our part as to how aggressive they 
want to be. I wouldn’t want to misjudge the client's risk tolerance to then 
find out they instead went to PwC or DLJ and don’t understand why we didn't 
present any ideas to them. 

Close call or not, this firm will still give a more likely than not opinion; I 
have no problem telling a client that we regard this as a 51% strategy and not a 
52% strategy and let them decide where to go from there. 

Bill Goldberg 

KPMG 

700 Louisiana St, Suite. 3000 
Houston, TX 77002 
Telephone: 713-319-2143 
Facsimile: 713-319-2040 
e-mail ; wgolcHDergSkpmg . cc«n 
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Original Message 

From: Kearns, Paul M 

Sent: Thursday, August 05, 1999 11:01 AM 
To: Goldderg, William J 

Cc: Beakley, William D 

Subject: RE: BLIPS 

Bill G: 

**a close call" to get to "more likely than not" is not good enough for me to 
sell to a client 

Paul 


Original Message 

From; Goldberg, William J 
Sent: Thursday, August 05, 1999 10:01 AM 
To: Kearns, Paul M 

Subject; FW; BLIPS 

FYI. This summarizes some of the BLIPS professional practice issues. 
Bill Goldberg 

KPMG 

700 Louisiana St, Suite. 3000 
Houston, TX 77002 
Telephone: 713-319-2143 
Facsimile: 713-319-2040 
e-mail: wgoldberg0kping.com 


——Original Message- — — 

From: Caxbo, Oeke G 

Sent: Thursday, August 05, 1999 8:06 AM 
Tos Goldberg, William J; Poage, Ray M 
Subject: FW: BLIPs 

Bill and Ray: 

FYI 

Deke 


Original Message 

From: Eischeid, Jeffrey A 

Sent; Thursday, August 05, 1999 6:37 AM 

To: Baumann, Dale; Belcher, Gregory; Bickham, Randall; Bloom, Richard; Carbo, 

Deke; Desany, Edmond; Eischeid, Jeffrey; Gray-RALEIGH, Mike; Hasting, Carl; 
Henderson, Tracie; Jordan, Robert; Lipschultz, Brent; Liston, Shannon; 
Mccrimiisk, George; Nuckolls, John; Pace, Katherine; Paul®, Robin; Perez, 

Robert; Remo, DeeAnn; Rivkin, David; Shatzroan, Janice; Slattery, Daniel; Smolin, 
Jay; Speiss, Timothy; Spitz, William; Warley, Carol; Watkins, B; Watson, Mark; 
Weems, Pamela; Zaudtke, David; Zysik, Jeffrey 
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Subject: FW: BLIPS 

FYI 

— • — Original Message 

From: Wiesner, Philip J 

Sent: Wednesday, August 04, 1999 8:07 PM 

To: Amraerman, Douglas K; DeLap, Larry; Springer, Mark A; Watson, Mark T; 

Eischeid, Jeffrey A; Smith, Richard H (WMT); Bickham, Randall S 
Cc: Banning, John T; Stein, Jeff; Lippman, Michael H; Wiesner, Philip J 

Subject: BLIPs 


The WNT team reviewing BLIPs has ccwq^leted our review of the loan documents and 
LLC agreement related to BLIPs. If a BLIPs transaction is executed using these 
documents (with revisions provided to Randy Bickham) and the actual facts of the 
transaction comport with those in the fact and representation sections of the 
opinion, we believe that, while it is a close call, a "more-likely-than-not" 
federal tax opinion with respect to the transaction is, on balance, appropriate. 

As we discussed, we anticipate that the PFP team will assure that the actual 
facts of each transaction are in accord with the facts and representations 
provided for in the opinion (for example, the client believes that there is a 
reasonable opportunity to earn a reasonable pre-tax profit in excess of 
transaction costs) . Also, we expect that the following conditions established by 
Larry DeLap in his message dated May 18, 1999, approving the marketing of BLIPs 
will be satisfied: 

1. BLIPS is to be marketed only to individuals. This includes a pass-through 
entity in which all the persons to whom attributes are passed through are 
individuals. 

2. BLIPS is not to be marketed to corporations, nor to any pass-through entity 
that includes a corporation (other than an S corporation not subject to 
corporate tax on recognized built in gains or excess net passive income) as a 
member, partner, etc. 

3. A member of the PFP Innovative Strategies group, or another person 
specifically designated by Doug Ammerman, is to be present at all presentations 
to prospective BLIPS clients. 

4 . A determination is to be made that a prospective BLIPS client has a high 
tolerance for investment risk and tax risk before presenting an engagement 
letter to the prospective client. 

5. The attached memorandum on penalty issues is to be provided to a prospective 
BLIPS client prior to providing the prospective client an engagement letter. 

6. The attached standard engagement letter is to be used on all BLIPS 
engagements. Minor revisions to the standard letter may be approved by the 
applicable Professional Practice Partner - Tax. Significant revisions require 
the approval of DPP-Tax, 

7. Our prospective client evaluation process is to be followed for each BLIPS 
client who is not an existing KPMG client. Where a pass through entity is 
involved, this includes each member, partner, etc, . of the pass through entity. 
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B. Before the first BLIPS engagement letter is issued, Mark Watson and other 
relevant Washington National Tax personnel are to receive, review, and approve 
the intended language of the documents to be used. (This message satisfies this 
condition] 

9. Mark Watson, or his designee, is to be involved in each BLIPS transaction to 
the extent necessary to determine that the underlying documentation and 
transactions are such that the contemplated opinion letter (s) can later be 
issued. 

10. Mark Watson, or his designee, is to review and approve each opinion letter 
issued to a BLIPS client. 

11. There will be an overall limit on the number of BLIPS engagements that can 
be sold. That overall limit is not being established at this time, but will be 
the subject df periodic discussions among Doug Ammerman, Jeff Eischeid, Mark 
Watson, and me [Larry DeLap] . 

12. Third parties (e.g., First Union) are not to be used a referral source or 
otherwise in connection with marketing of BLIPS without express advance 
permission of DPP-Tax. 

13. If there is an intention to use Business Development Managers in connection 
with the marketing of BLIPS, the intended script and other aspects of the BDMs 
participation are to be approved in advance by DPP-Tax. 

If there are other conditions that we have agreed to, or should agree to, that 
are not included in the above list, please let me [Larry DeLap] know. 

Best regards, 

Phil 
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From /O=KPMG/OU=US/CN=RECIPIENTS/CN»20499 

From: /O=KPMG/OU»US/CN=RECIPIENTS/CN*20499 

To; /0=KPMG/0U*US/CN=RECIPIENTS/CN«20499 

Subject: BLIPS 2000 

Sent: 1999-09-25 14:32:22,296 

Date: 1999-09-25 14;32;22,37S 

X-Folder: BLIPS 

A number of people are looking at doing BLIPS transactions to generate y2K 
losses. We currently have bank capacity to have $1 billion of loans outstanding 
at 12/31/99. This translates into approximately $400 million of premium. This 
tranche will be implemented on a first-come, first-served basis until we fill 
capacity. Get your signed engagement letters in!! 

This limitation does not apply to transactions implemented in 2000. However, at 
this point, we have not made decisions as to how many new Y2K deals (if any) 
that we will do. We are working hard on developing alternative or replacement 
products. Call or email me if you have any questions. 

Jeff 
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[~ Message0269 

[ Subject^iFW; Hot Tax Products (5 Month Mis^on^ 

I From:j[Wiesner, Philip J _ _ ' 

I ioat^lM/MOO l:20-.37 PM 

I To:||u 5^WNT Tax Partners 

I Message Body 


. Listed below are the tax products indentlfied by the functional teams as having significant revenue potential ovct 
fee next few months. The list includes two additional items added since the original list. NOTE: PLEASE READ 
THE FOLLOW-UP MESSAGE AFTER THE PRODUCT LIST. 


PRODUCT FUNCTIONAL TEAM 


Tax Accounting Strategies (TAS)Tax Accounting 

Contingent Liability Acceleration Strategy (CLAS) Tax Accounting 

Credit Card Deferral Strategies (CARDS) Tax Accounting^CS 

Cash Flow Enhancement Strategies (CFES) Tax Accounting/Comp & Benefits 

ACRA/SubACRA Tax Accounting/M&A 

TEMPEST M&A 


CREW - P M&A/Pass-throughs 

Canadian Debt Opportunities (CANDO) M&A/ICS 

CAMPUS M&A/ICS 

301(b)(2) Dividend Reducer FCS 

301(b)(2) Loss Generator 

Permanent SubcommiHw on Investigations 

EXHIBIT #19 
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LADD PCS 

ZEUS PCS 

PLIP FCS/Pass-throughs 

Corporate Partner Liquidation Strate^ (0*LS) Pass-throughs 
TAARP Mark Ely 


RESTART {Employment Tax Refunds) SALT 


Advantageous Compensation for Expatriates (ACE) Comp & Benefits/IES 
InsureCo Insurance 

WarrentyCo (WITS) Insurance 


Reacquisition Charitable Remainder Trust (REACT) PFP 
Global Leasing for Expatriate Employees (GLEE) lES 


The list is in the process of being reviewed by Mark Springer and the Product Leaders to make sure that 
the proper items are on the list. When this is completed, the functional teams will need to WNT champions to 
work with the National Product champions to maximize the revenue generated from the respective products. Also,j 
this list does not include any Tax Service Idea Bank initiatives. 1 know from working with pass-throughs team 
that there are plenty of revenue generators that are cuirently in the Tax Service Idea Bank that need to be 
recharged. As of today I have only been copied on one functional team's plan with respect to the team plans to 
move our involvement forward. 

In terms of the importance of WNTs efforts over the next 5 months, I would only point you to Jeff 
Stein’s MUST READ memo of today on what we all must do to meet plan this year. You ^ould note that WNT is 
specifically mentioned not only with respect to the list of strategies that have the greatest revenue potential, but 
also with respect to Tax Service Idea Bank initiatives and that all partners should temporarily defer non-revenue 
producing activities. To quote from Jeffs memo, 'This is true of partners in Washington National tax as well as 
those in operating offices." We must woik together to not only identify the best revenue generating initiatives, but 
also work on formulating the best way to get thes^intitiatives, in particular, many of the lax service idea bank 
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items that from what 1 can ascertain curenlly get lost in the shuffle, in the hands of the right people. In many 
cases, we know who these peopie are from the course of our dealing around the firni. We can really make a 
difference as far as helping to increase the leverage of these initiatives! 

■nianks for help in this critically important matter. As Jeff said, "We are dealing with ruthless execution - hand to 
hand combat - blocking and tackling." Whatever the mixed metaphor, let's just do it 


Outlook Header Information 

Conversation Topic: Hot Tax Products (5 Month Mission) 

Subject: FW: Hot Tax Products (5 Month Mission) 

From: Wiesner, Philip J 
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McssageOOOS: 


From: Terracma, Michael P 


Date:' 4/21/2000 9:36:59 AM , 


l o:;[aioate, Gaiy M; Jolmst^ Mfehael 1. 


Mt'-s.igc Dully 


[Here is the list as 1 know it. Please update often and forward to me. 

will have the relevant info input into the SC2 Outlook folder. Please make sure you 
lean access that folder, because the toolkit info is being updated often. 


Gary - 1 don't know if you were on Larry Manth’s call today, but Rosenthal led the 
initial discussion. There have been several successes - the West and South Florida, 
with many ICV’s in other parts of the country. We are behind. 

This is THE STRATEGY that they expect significant value added fees by June 30. 


The heat is on.. 
Mike 

SC2TARGETS.xls 



Proprietary Material 
Confidentiality Requested 


Permanent Subcommittee on InvestieatiODS 

EXHIBIT #20 


KPMG 0048191 









464 



1. Introduction 



n. Overview of SC? 


HI. New Developmc. 

IV. Feasiblllty/lniplementation 



lni»il«nentj>tion.dos WskfitatjAa rMVVMaim 

Moddxb 


V. Exempt Organizations 



TEOK.4K 


VI. KPMG Coordination 


VH. Mariceting 

Vin. Frequently Asked C^estions and Sticking Points 



Hidvs p(*tk.«0e 

Oueitmly. 


IX. Status Update 

X. Questions 

v , XI. Challenge 
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sc? Team Members 


Nortbeast 

John Schrier(NV) 

P12) 872-5906 

Tim Speiss 

(215)299-5053 

MidaUantk 

Jim Duty (Richmond) 

(804)697-4210 

Larry Silver (Philadelphia) 

(215)299-3119 

Southeast 

Mike Gray (Ralei^) 

(919) 664-7130 

Counciii Le^ (Charlotte) 

(704)371-8135 

Midwest 

David Cohen (Qricago) 

(312)665-5292 

Craig Pichette (Chicago) 

(312) 665-5267 

Southwest 


Mike Tenadna (Houston) 

(713)319-2293 

Carol Warley (Houston) 

(713)319-2180 

Wwt 

Mark Hutchison (Wamcr-Center) 

(818)227-6904 

Richard Wise (Sacramento) 

(916)554-1135 

National 

Andrew Atkin (Los Angeles) 

(213)955-8830 

Doug Duncan ^s Angeles) 

(213)630-5376 

Robert Hubo^ (Los Angeles) 

(213)630-5378 

Larry Manth (Los Angeles) 

(213)630-8101 

WNT 

Phillip Galbreatb 

(202) 533-4162 

BillKelliher 

(202) 533-3090 
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SC2 IMPLEMENTATION PROCESS 


I* PDE DILLIGENCE/FEASIBILITY 

a. DetenniDe Owaersbip sirncture* 

i. How many Shares are outstanding? Does the company already 
have nonvoUng stock? Who owns the shares and in what 
amounts? 

ii. If any of the shares are owned by a trust, we need to review the 
trust agreement to make sure the non-voting stock can be 
contrilnited to the tax-exempt entity. 

iii. Wc will generally propose that 9 new sh^es be issued for each 
share outstanding to achieve our 90%/10% allocation. 

b. Benefit Analysis. 

1 . See “Assumptions” on first page of each woikbook. These 
assumptions have been built into the model. Proceed with caution 
if any of these ^sumptions are not followed. Currently, the 
SSOO,000 minimum fee is not factored into the analysis’ in Outlook 
if tax^le income is less than S5 million per year. 

ii. This benefit analysis is meant to be an approximation of the 

expected benefit (e.g. it is impossible for KPMG to know the exact 
rate of return a client will return on its excess ca^). 

c. Corporate issues - we need to review copies of Articles of hicorporaticm. 
By Laws and any shareholder agre^ents. Make sure that there are no 
provisions in any corporate documents: 

i. requiring the Corporation to make dividends (e.g. to pay taxes); 

ii. allowing the emporation or other shareholders to redeem stock; or 

iii. giving shareholders indemnification for any actions; 

If any of these provisions exist, we will probably to delete 

or alt^ them before the contribution. 

d. State law Issues 

i. Are the distributions proper under state law? Generally, certain 
financial tests must be mel before distributions can be made. 
Generally not an issue because we are issuing additional securities, 
not assets of the company. 

ii. Does the state follow fc^deral tax rules on S Corps? 

1 . Is the tax-exempt a permissible sbarcboldex? 

2. Same standards as federal for 2 ^ class of stock analysis? 

iii. Minority rights issues. 
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II. VALUATION 

a. Valuati<m liim detomines esiterprise value of the company. 

i. Discounts to be used (lack of control, and lack of marketability) 

b. We w<Hk with valuation finn to detemiine number and terms of the 
warrants to Issue. 

c. Valuation tirni values the block of nonvoting stock that will be 
contributed. 

d. Valuation finn also n^s to value the warrants and voting stock 
s^suately, for purposes of bans allocation under Section 307. However, 
these values do not need to be a part of their report. 

HI. LEGAL DOCUMENTS 

8. We supply draft legal documoits to company*s coun^l for counsel to use 
in dra^g the legal documents. 

b. State se^mties law issues /filings. Certain filings may be necessary, 
including filing the amendmaits to the articles of incorp. 

IV. TRANSFER OF STOCK 


a. Alter all legal documents have been signed and finalized, the share 
certificates miKl be transferred to the tax-exempt. KPMG generally 
makes the delivery. 

b. The tax-exempt will generally sign: 1) an acknowledgment of the gift; 2) 
the redemption agreement; and 3) give a Tq)resentation as to its tax- 
exempt status. 

c. The tax-exempt will return the stock certificates it received to the 
company’s attorney for issuance of new certificates in the tax-exempt’s 
name. 

V. POST TRANSACTION 


a. Issuance of opinion letters 

b. Determine charitable contribution amount und whether shareholders wiD 
claim it. 

c. Section 751 issues. If the emnpany is a cash basis taxpayer or has 
significartt income from long-tenn contracts, th^ may be significant 
reductions to the contribution amount. 

d. Form 8283 must be signed by valuation firm and tax-exempt if 
shardiolder will claim the d^uction. 
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Tax-Exempt Organizations 

1- KPMG’sRole. 

a. Woik with the ctwnpany owners to find a aualifVine tax-exempt 
organization that will accept the dcmated stock 

i. Tliis should be presented to the company owners as a pnxess. 

ii. Most traditional tax-«cempts that the ownws have given to in the 
past will probably not work 

b. Work witii the company and its outside counsel to present the stCK::k to the 
tax-exempt. 

I. Redemption agreement 
li. Form82S3 

ill. Acknowledgement of acceptance 
n. Pre-Screening. 

a. If you are close to a signed deal, please contact me so that we can be^n to 
searcJi for a quatitied tax-exempt. 

b. KPMG processes. At this point we also perform our internal processes 
with respect to conflicts and independence issues (e,g. we coordinate on a 
national basis with the applicable KPMG tax-exempt professionals). 

c. TEO*s Outside Legal Counsel. 

III. Contacting the Tax-Exempt 

a. Upon signing oftiie engagement letter 

i. Why do we wait until the engagement letter is signed? 

1 . It is difficult to find qualifying tax exempts 

2. Of those that qualify only a few end up ^ing interested and 
only a few of those will accept donations 

3. We need to be able to go to ^ tax-exempt with what we 
are going to give them to get them interested. It is very 
difficult to ask than to accept a donation that we are not 
sure of, i.e. c^>en-^ded. 

4. The tax-exempts roust expoid contiderable time and 
resources they are not used to iqiending such as: 

a. Outside legal counsel (usually a written opinitm) 

b. Internal review and support 

c. Posstoie Board and Subcommittee review and 
approval 

b. Prior dealings. If the tax-exempt has already accepted stock in this 

transactirai, can contact the TE earlier in the process. 

IV. MisceHaneous. 

a. Non-resident TBOs 

b. Problem states 
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SC? CoorcUBatlon, Marketing, and Kevenue Sharing Guidelines 

With r^ect to our teIeconf(^ce on May 31 , the following is a list of guidelines to be 
followed for SC?: 

1) Previously ideatified opportnaities. j^l pre-ICVs and subsequoit stage 
opportunities as of May 31, 2000 are the re^nsibility of the pre-June 1st t^im to 
complete. For sample, if an initial discussion took place wth Craig Pichette in the 
Midw^t and a PFP partner in St. Louis regarding a PFP client, Craig will be 
responsible for the c^jportunity. 

2) PFP partners. The PFP partners of the SC* team will be responsible for the 
following: 

a) Discussing SC* with all PFP partners and management group memb^s within 
your applicable re^on. 

b) Identii^g existing PFP relaticm^ps where SC? may be ^licable. 

c) CoordmaUng new SC* leads with existing SC* product champions. Tl^e 

' should be a joint effort to ensme that new leads are pursued in a coordinated 

effort. For example, in the West, Mark Hutchison and Richaid Wise may 
agree that all new leads in Northern California, Oregon, Washington, and 
Montana are bandied by Richard, and all othem are handled by Mark. 

d) ICVs. At least the first two IC?fsofthe newly appoint^ PFP p^tner should 
be jointly attended by the existing regional product champion (or Larry 
Manth). 

3) Federal Tax Partners. As mentioned above. Federal Tax partners will continue to 
t)e responsible for all prc-ICV and subsequent stage oj^rtunities as of May 31, 2000. 
All new opportunities should be coordinated as discussed in 2 above. 

4) Rules for Implementation. 

a) All projects will be implemented by Federal Tax. 

b) The first two projects sold in each region must be implemented in coordination 
with Los Angeles. Dq>ending (m the extent of involvement by Los Angeles, Los 
Angeles will receive time and expense or time and expense plus 33% of the 
premium. 

5) PFP Saks . Cpportunities identified and sold by PFP partners (beguming June 1, 
2000) will be split as follows: 

PFP - 66% of the Pmnium. 

Federal Tax - Standard time and expense for implanentaticm + 33% of the 
Premium. 

Exai^le. Tim Spdss (PFP partner -Northeast) sells an SC* for $1 million. John 
Schiier and his team in New Yortc imploneaits the project with total time and 
expense of $100,000. PFP will be allocated $600,000 ($1 million less $100,000 
time and expense, times 66%). Fed^^ tax will be allocated S400,0(K1 ($100,000 
time and expense for implementation + 33% of the pronium). 
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SO - Appropriate Answers for Freqaeatlv Asked Shareholder Oaesdons 

Q1 : What happens if the tax-^empt (“TE**) does not want to redeem the stock to the S- 
coip? 

A1 : First, the longer TE owns the stock, the more benefit the com? ny will receive 
(assurmng the company confinues to make money). Secondly, the T7 . ^nld have no 
nason not to sell the stock back, since the company is really its onl' ' cc of liquidity 
(ncAody will want the stock). Third, the only reason for the TE to fiiestockisto 

get ca^. Also, the TE knows tl» deal i^ot to accepting the stock - s a redemption 
agmement that discloses the warrants as well as the fact that no dis . is are required 
to be made. — — ' " 

However, if we assume the TE gets a new board, and the board wants to hold the 
company ^Tiostage,” the shareholders can exercise their warrants that can dilute the TE to 
less than 10%. 

'Q2: That’s fine, but I need complete assurance that the TE will redeem. 

A2: Toguarantee 100%assurance, we can have the company issue an option to purchase 
the non-voting stock simultaneously with the issuance of (he non-voting stock and 
warnints. Howcvct, the options must be either giAed or sold to an independent third 
party, not undor the control of the shareholderfs). Since a private foundation has its own 
self-dealing rules, it should qualify to own the options. 

The exercise price of the option must be at least 1 25% of the FMV of the underlying 
stock and the term must not overlap the put agreement with the TE. For example, if the 
put agreement is for 2 years, the option may be exerciseable in 4 years. 

Keq> in mind that an outstanding option will lurve the eltect of lowering the likelihood of 
success of the transaction. However, if we abide by the above pricing and term, we 
should still get to a more likely than not O|nnion. 

Q3: Wonder if my competitor discovers that the TE owns stock in my company and 
offers to purchase the stock at a substantial premium? 

A3: First of all, it would be very difficult for your competitor to ^scover this 
intonnation. Although cotain states, such as Florida, has a public record law that could 
provide access to your competitor. Also, if ^or competitor purchased the stock, unless 
th^ had significant net operating loss canyfi^rwards or did not care about cash, the 
lia^ity associated with the stock ownership would be so substantial that the likelihood of 
such an event would be minimal. 

Howevo*, if there is a concern, we recommend changing the legal name of the 
corporation (can also reincotporate or establish a holding company structure). We also 
would recommend a right of first refusal provision in the bylaws and stock certificates. 
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Finally, if the client is still conceamed, have the corporation issue an option as discussed 
above. 


Q4: What infonnatfon do I need to srad to the TE shareholder, e.g. financial statements, 
mtice of shareholder meeting? 

A4: Generally, depending on the particular state, the S>corp must send financial 
statements, tax information, and nc^ce of shareholder meetings to the TE. However, 
under some circumstances, and dq>ending on the state, (he S-corporation could 
incorporate certain provisions in its bylaws which could restrict certain information to the 

TE. 

Q5: What happens if we want to sell the busii^ss or go public? 

AS: Although this strategy could woik to absorb the gain on an asset sale, we do not 
recommend that you go forward if you have plans to sell the company. We also do not 
'recommend that ^u implonent this if you plan on going public. 

Q6: What hz^pensifwe receive an exceptional offer to sell the business? Will the 
amount that the TE receive go up significantly? 

A6: The SEI*s (“Synthetic Equity Instruments”) will receive most of the value, but 
<^viously if the company were to recdve an offer of,5ay, 4 times its original valuation, 
the TE’s stock should be entitled to that inoease as well. Our understanding, based on 
discussions with vahtation professionals, is that if the proceeds of the sale axe invested in 
marketable securities inside the S-coqr, there will still be significant valuation discounts, 
so the non-voting stock should maintain its low value. 

From a corporate law perspective, however, to certain states non-voting shareholders can 
vote on a major corporate transaction. 

Q7: What types of tax-exonpts have you used, and is there a local charity I can give to? 

A7a: (Trusted clients) Doe to confidentiality purposes, we cannot disclose the name of 
the charities. However, out of ttie greater than 2<)0,000 tax-exempts in theU.S., less than 
100 would be eligible and not all of those will consider owning S corp stock, lire reason 
is that S-corporatioD income by definition is UBTl and therefore most tax-exempt entities 
will pay tax on S-corp holdings. There are some TEs, howerver, that are able to abs<»b 
UBTl for <mc reason or another. For example, 501(cX3)’6 with NOLs or some entities 
which are somriiiow related to a city or state government. The latter are typically not 
thou^t of as charities and will prc^ably not be a charity that you have given to in the 
past 

At the appropriate time (after you are comfortable with the transaction), we can begin the 
discussion of aj^licable charities. 
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A7b: (Non-trusted clients and non-clients). Doe to ccmfidentiality purposes, we cannot 
disclose the name of the charities. However, out of the greater than 200, (XK) tax-exempts 
in the U.S., less than 100 would be eligible and not all of those will consider owning S 
coip stock. The reason is that S-corpcuation income by deiinition is UBTl and therefore 
most tax-exempt entities will pay tax on S-txxrp holdings. Thore are some T&, however, 
that are able to al:^rb UBTl for one reason w another. For example^ 501(c)(3)’s with 
NOLs. These entities will have deductions that can oiTset S-corp income, such as losses 
from other business enterprises. You may or may not have heard of them, but we can 
assure you that these entitles are very substantial and very sophisticated. 

At the appropriide time (alter you are comfortable with the transaction), we can be^n 
discussions of applicable diarities. 

Q8: Do you think 1 can pvt to my college, XYZ University? 

AS: Most likely not, since colleges and universities are ^pacifically subject to UBIT 
pursuant to the Internal Revenue Code. 

(^: Can you talk to our attorney about this? 

A9: KPMG would be willing to meet with your outside counsel if you are seriously 
considering the transaction. However, we need to be ^sured that your attorney will not 
discuss this transition with other outside parties. We obviously don’t want this 
transaction publicized in some law journal. It is in your best interest to keep this low 
profile, i.e. this is not cocktail party banter. 

QIO: Can I have my CPA review this? 

AlO: If your CPA does not work for a competitor (competitor includes Big 5, Moss 
Adams, and Grant Thornton) and will not conununicate the strategy to one of our 
competitors, we can discuss this transaction with him or her. (see above explanation with 
outside counsel as well) 

Qll: How many clients have you done this for? 

A1 1 : We have implemented 8 transactions and have several more in process. 

Q12; What is my tax risk? 

A12: The IRS may put forth a couple of argumotts. First, the Scavice could argue that 
the warrants and/or non-voting sU>^ rqnesent a second class of stock. KPMG issues its 
strongest opinion with respect to second class of stock issues (‘^ould”), so we hi^Iy 
doubt that the Service wo^d be successful in that argument The second argument the 
Service could put fortii is that the TE was nev«- really the beneficial owner of the non- 
voting slock and therefore allocate all of the income back to the original shareholders. 
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The original shardioldei^ would then pay tax (as th^ would have if they did not do this 
transaction) plus interest (presumably the use of the money exceeds the interest cost). 

The shareholders would then be out of pocket the cash paid to the TE plus transaction 
costs (both of which should be tax deductible). 

Qi3: Wonder if the IRS were to tax the TE, could the TE d^rand distributions from us 
to pay for the tax? 

A13: First of all, this would probably go to court and the S'Corp would be long gone. 
Also, the TE will receive an outside legal and tax opinion with req>cct to UBIT and other 
issues arising from holding the S-corp stock. However, if additional comfort is 
nec^sary, we surest that client's counsel review the applicable state law. We can also 
protect a^unst this by removing any language irom the articles of incorporation and 
bylaws which require distributions to pay tax li^Qilies. The TE would have to prove that 
they were being discriminated against and were damaged by this discrimination. This 
ri^ should be minor and can be managed by premier due diligence in selecting the TE. 

This is one of tl^ reasons all discussion with a TB are to go throu^ the Los Angela 
Office, 

Q14: Will this transaction increase my risk of being audited, since last year I showed $5 
million of taxable income and this year 1 will show $1 million of taxable income? 

A14: This ^ould not lead to an increased audit risk. Income is always subj^t to 
fluctuation, especially in recent years. Additionally, from an S^corporation perfective, 
there will not be a large schedule M item which cmild prompt an audit The charitable 
deduction, depending on the amount may be a large percentage of income that could 
possibly attract some attention. If there is a concern, one suggestion is to either forgo the 
deduction or aggressively apply section 751 to redirce the deduction. 

Also, this transaction is very steahh. We are not gaierating losses or other highly visible 
items on the S-coip return. All income of ibe S-coip is allocated to the shareholders, it 
just so happens that one shareholder will not pay tax. 

Q15: What do I get from KPMG? 

A15: KPMG will issue four opinions (delivered in three opinion letters) with respect to 
the transaction. Two opinions are the highest level givdi by KPMG - Should, and opine 
with refect to second class of stock issues and that the TB is a qualified S-corporation 
shareholder. The other two opinions are more likely than not and are with respect to the 
charitable deductiem and the allocation of incenne to the TE. 

QI6: How do the new tax shelter regulations effect this transaction? 

AI6: We believe that the new regulations are not applicable and WNT is in the process 
of previdlng a written opinion to support this assumption. However, we caimot guarantee 
that subsequent regulations will not be writtoi that effect this transaction. 
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Q1 7: How does 90% of oiitsl^dlng slock represent less than 10% of the value of the 
company? 

A17: There are two major reasons for this. since the company is privately held and 

closely held» the non-voting stock will receive signiHcant discounts, such as lack of 
marketability, lack of control, and lack of voting rights. Secondly, the synthetic equities 
are deemed exercised and tho’efore are outstanding for valuation purposes, so the non- 
voting stock is valued on a fully diluted basis. 

Q18: What are the costs? 

A1 8: If the expected taxable income is in ^cess of $1 D million, we can quote the 
transaction co^ at 10% of fi^t ^ar’s expected taxable income, all inclusive. If the 
expected taxable income is less &an $10 million, we can quote the transaction costs as 
10% of first years taxable income, plus valuation fees, plus outside legal fees. 

' Q19: How did you arrive at the 10% fee? 

A19: Tbe fee was determined by our WNT economists and takes into account the R&D 
effort (not only on this transaction but others that have not made it through the approval 
process), avmuge costs per deal, expected busted deals, dry boles, KPMG risks, and many 
other factors. Additionally, KPMG will cap this transaction afier completing a certain 
numbo' of transactions. 

Q20: Can we be subject to penalties? 

A20: Ibe opinion letters that we issue should get you out of any penalties. However, the 
SCTvicc could try to argue that KPMG is the promoter of the strategy and therefore the 
opinions are biased and try and assert penalties. We believe there is very low ririt of this 
result If desire additional assurance, there is at least one outside law finn in NYC 
that will issue a co>opinion. The cost ranges between $25k - S40k. 
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SC* — Sticking Points and Problems; Suggested S<rfntioBS. 

1) ‘Too Good to be tme.” - Some people bdiev^e that if it sounds too good to be tnie, it’s 

a ^am. Some suggestions for this r^onse are the following: 

a) This transaction has been throu^ KPMG’s WNT pr^tice and reviewed by at 
least 5 specialty groups (Pass-through, M&A, PFP, Tax-exempt, Bnployee 
Benefits, Vahration). Many of the specialists are ex-IRS employees. 

b) Many sophisticate clients have implemented the strategy in conjunction with 
th^r outside counsel. 

c) At lea^ <me outsde law firm will give a co-q>!nion on the transacti<m. 

d) Another transacticm with some similar a^ects which dealt with an ESOP was 
discovered by the Service and Congress. To attack the transaction. Congress has 
proposed some legislation on a prospective basis. 

e) Absolutely last resort - At least 3 insurance companies have stated that they will 
insure the tax benefits of the transaction for a small pr^nium. This should never 
be mentioned in an initial meeting and Larry Manth ^uld be consulted for all 
insurance conversations to ensure ccmsistency and independence on (he 
transacdon. 

„ *T Need to Think About it.” Many ctients are extremely busy and need some time to 
think about the transaction. We obviously do not want to seem too desperate but at the 
same time we need to keep this moving along. Some suggestions: 

a) “Get Even” Approach. Perhaps a good time to revisit the strategy is at or near 
estimated tax payment time when the shareholder is making or has made a large 
estimated tax payment and is extremely iiritated for having done so. For a client, 
there should be another reason to call the shardiolder (e.g. reminding than or 
asking them about the ES payment). Fm* a non-client, you could update them with 
ie^>ect to the strategy (e.g. explain some of the new variations, like the insurance 
or call options - if you think these will help). 

b) Beeme Baby Api^oach. This ai^xroacb can be used to see if the shareholder is 
soious. We the client aiu) say that the finn has decided to cap the strategy (if 
we bad not already said this at the 1CV or subsequent meeting) and the cap is 
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quickly jUIling up. **Should I put you oin fte list as a potential?’" This is obviously 
a more aggre^ve ^proach, but will tel! you if the client is serious about the deal. 

c) “Break-up” Approach. This is a risky approach and should only be used in a 
limited number of cases. This approach entails us calling the client and conv^ng 
to them that they simuld no longer consider SC2 for a reason solely related to 
KPMG, such as the cap has been reached with respect to our city or region or we 
have been so successful with this strategy and the demand has been so great that 
the fum is shutting it down. This approach is used as a psychological tool to elicit 
an immediate response from the client. Use it cautiously... 


3) _ Valuation Problons. Some attorneys have raised a concern over the valuation. The 
tyjacal aiguments are 1 ) the non-voting stodc is valued incorrectly and/or 2) the warr^ts 
qre valued incoimtly. Some responses: 

a) Standard valuation procedures mandate that stock options and/or warrants are 
taken into account in valuing a company’s equity. Therefore, the valuation of the 
non-voting stock is computed on a fully dihiled basis. For S-coiporation purposes, 
since die wanunts are issued at least equal to 90% of FMV, they are not 
considered outstanding stock. If the attcMney or CFA is not satisfied widi this 
re^nse, we can have them speak with a valuation professional. 

b) To establish an nercise price of at least 90% of FMV, the company is valued 
(including discounts) and the warrant price is determined based on this value. 
Some attorneys have expressed a discomfort with respect to the warrant exercise 
price, saying (bat the price should reflect the deemed exercise of the warrants, so 
not to dilute the VALUE of the outstanding stock. This is a misconeq^tion of 
synthetic equities. Any existence of an option or warrant to purchase stock at 
below FMV will have a dilutive effect on both the value and ownership percentage 
of outstanding stodc. If there is no dituUve effect on the value of the outstanding 
stodc, options or warrants can never truly be issued to purchase stock at below &ir 
market value, it is mathematically impossible!!! 

.4) The shaicboldersge thinking about selling the company. Recommend a gain 
mitigadoo strategy such as the newly approved short opdon strategy or HILO. 
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^ John F Brown Syndrome. This is named after an infamous attorney who could not get 

comfortable with anything about the str^egy. We have had a number of clients with 
stubborn outside counsel with re^ct to ftje strategy itself, the engagement letter, or 
oth^ aspects of the transaction. Here axe some approaches; 

a. If we have dealt witti this particular sdtomey before and wc know he will not 
^)^ve of the transaction wc should tell this to the client and either walk or 
convince the client not to use the attorney or law firm for this deal. 

b. We have wasted a nurabo' of hours on the phone with stubborn attorneys on the 
techmeal aspects of the transaction. If we do not s^ the converaation 
proj^essing and start to get into a confrontational situation, we can politely 
excuse ourselves and ask the attorneys to address their concerns in writing and 
we win re^nd. This fonnat will allow for the client to see (if they desire) both 
sides of the argument, rather than having a heated discussion that goes nowbcie. 

, We should already have most technical issues addxe^^d and be able to respond 

fairly quickly (we have the competitive advantage here and should use this 
approach whenever possible). 

c. If the fee is substantial, and the attorney is'the critical factor in approving the 
strategy, the last resort is to summarize a transaction with all the possible bells 
and whistles to make the deal as ridr-free as possible. For example: The client 
does SC2 with the following dements: 1) option to reacquire j^ock from TE, 2) 
insurance covering the tax benefits phis penalties (with number 1 , not sure wl^ 
the insurance would cover), and 3) outside opinion from an independoit law 
firm. If the attmney is still uncomfortable, we need to convey this to the cli^t 
and they can decide. 
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From: 

Sent: 

Subject: 


Jeff Stein (Vice Chair Tax) 

Friday, July 14, 2000 11 :59 AM 
Distance Learning Sales Training 
Date; July 14, 2000 

To: Tax Partners and Tax Management Group 

From: Jeff Stein - NSS/345 Park Avenue 

Subject: Selling with Confidence: Skills for Successful 

Selling - "Positioning" 

August 8th, 2000, 2:00 to 4:30 p.m. EOT 


We have made a commitment to provide our tax partners and 
management group with a regimen of training to build, enhance, and 
accelerate the skills needed to excel in today's marketplace. 

The latest phase of this training is the Selling with Confidence: Skills 
for Successful Selling distance learning series, which focuses on 
critical communications skills essential for success in the marketplace. 
The fourth session. Positioning, will be held on Tuesday, August 8th, 
from 2:00 to 4:30 p.m. EDT. The session will focus on how to position 
your services and capabilities to meet client needs. The program will be 
interactive, and include opportunities to practice these skills using 
exercises and role-plays. 

Our tax practice cannot grow at the pace we expect if our tax 
professionals do not possess the necessary knowledge and skills and 
model the behavior necessary for success in the marketplace. 

I strongly encourage full participation for the August 8 session. 


Registration Details 

Please contact the Distance Learning Registrar at (888) ONE-HRSC 
(follow prompts to training menu, and then choose option 3, option 1 for 
Distance Learning) or e-mail the following information to; “Distance 
Learning Registrar." 

• Name 

. 7 digit KPMG ID # 

• Phone Number 

• Home Office 

• Name and Date of Class: Selling with Confidence, Skills for 
Successful Selling 
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• Session dates and times: Positioning - August 8th, 2000 
2:00 - 4:30 (EOT) 

• Site at which you will participate (see link to list of sites below) 

Your registration will be confirmed via e-mail. Registrations received 
within 24 hours of the scheduled broadcast will not be confirmed. 

Participate at the KPMG Distance Learning site most convenient for you. 

A complete list of sites can be found at: 

http://www.us.kworld.kpmg.com/newsite/ss/cld/kc/locationframe.html 


XX-000018 
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Message0024 


FromtjlSiein, Jeff {USr/ice Chairman) 


Date: 8/6/2000 3:44:28 PM 


To: Atkin, Andrew S; Cohen, David-CHI; Duncan, Douglas P; Duty, James V; Gray, Mike - 
RALEIGH; Hutdiison, Mark-Wamer Cntr; Leak, Councili; Manth, Larry E; Pichette, 
Craig L; Sdirier, John V; Silver, Lawrence G; Speiss, Timothy P; Terracina, Michael P; 
Warley, Caro! G; Wise, PUchard 


Messaee 


Date: August 6, 2000 

To: National Deployment Champions 

From: Jeff Stein 
Rick Rosenthal 

cc: Mark Springer 
Marsha Peters 

Subject: Solution Activity Reports 

As National Deployment Champions we are counting on you to drive significant maricet aefivity. We are 
committed to providing you wiA the tools that you need to support you in your efforts. A few reminders in this 

The Tax Services Marketing and Research Support is prepared to help you refine your existing and/or create 
additional target lists. In some cases your team may have exhausted the initial list or you may have uncoveaed 
new parameters that help you better bone in on targets. Working closely with your National Marketing Directors 
you ^ould devdop the relevant prospect profile. Based on the CTiteria you specify the marketing and research 
earns can scour primary and secondary somces to compile a target list This will help you go to market more 
effectively and efficiently. 

Many of you have also tapped into the Practice Dcvelojanent Coordinator resource. Our team of telemarketers is ‘ 
icularly helpful in a number'of respects: 


to further qualify prospects _ Propriets^ Materia! 

^ ' ConGdeoUahty Requested 

- to set up phone appointments for you and your dq)loyment team 


KPMG 0050016 


Again to get the PDCs involved work through your Nafional Marketing Director. They will help you conduct a 
training session for the PDCs, brief your area dq>k)yment champions and develop talk points for the PDCs and 
your team. 

Finally tracking rqjorts generated fiora OMS are critical to measuring your results. If you don’t analyze the 
outcome of your efforts you will not be in a position to judge what is workmg and what is not Toward that end 
you mu^ enter data in OMS. We will generate reports once a month from OMS and share them, wife you, your 
team, Service line leaders and the AMPs. These will be the focal point of our discussion with you when we 
revisit your solution on the Mon^y night call. You should also be using them on yoxir bi-weeUy team calls. I 
have attadied a sample rqtort for you. Ejqiect that you will receive them every month from here on in. 

Thanks again for assuming the responsibilities of a National Deployment Champion. We are counting on you to 
make the difference in achieAdng our financial goals. 
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[ Attachment 

|SC2 7-26.XLS 


Outlook Header Information 

Conversation Topic: Solution Activity Reports 
Subject: Solution Activity Reports * SC2 
From: Stein, Jeff (USA^ice Chairman) 

Sender Name: Stein, Jeff (USA^ice Chairman) 

To: Atkin, Andrew S; Cohen, David-CHI; Duncan, Douglas P; Duty, James V; Gray, Mike - RALEIGH; 

Hutchison, Mark-Wamer Cntr; Leak, Councill; Manth, Lany E; Pipette, Craig L; Schrier, John V; Silver, 

Lawrence G; Speiss, Timothy P; Terradna, Michad P; Warley, Carol G; Wise, Richard 

Received By: Schrier, John V 

Delivery Time: 8/6/2000 3:44:28 PM 

Creation Time: 8/6/20003:44:13 PM 

Modification Time: 8/6/2000 7:03:14 PM 

Submit Time: 8/6/2000 3:44:18 PM 

Importance; 8A 

Priority: 8/0 

Sensitivity: 8/0 

Flags: 8/17 

Size: 8/141726 
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Message0174 


Subject: iI'W: S\\ SC2 Channel Conflict 
From::|BeakIey, William D 


Date: |1 1/17/2000 8:55:09 AM 


To:;[Warley, Carol G;-TeiTacin^j Michaej^P; Choate, Gar y M 




;I assume ya'll have reviewed this list & have an aggressive, organized approach to 
lattacking this list.".... 


--Original Message 

|From; Pullano, Jonathan C 

Sent: Friday, t-Iovember 1 7, 2000 9:01 AM ' 

|To: US-Southwest Tax Services Partners; Gilman, Tobin M; Brace Meissner, 

jCatherine Offerle; David Fisher; Donald Allison; Donald Moore; Keenan Carstens; 

Kirk Caldwell; Matthew Lavan; Melinda Dobbs; Nannon Roosa; Patricia Snyder, 

Richard Kirkpatrick; Richard Rollins 

Cc: Scheffler, Kenneth J 

Subject: FW: SW SC2 Channel Conflict . 

Importance: High 

Attached is a list of SC2 targets in the Southwest that we are including in an 
upcoming telemarketing program: These targets are made up largely of auto dealers 
and home builder^. 

Please review and let me know if there are any targets on this list that you DO NOT 
iwant the PDC's to contact. Please respond by COB on Monday November 27, 2000. 


If you have any questions, please let me know. 
U'P 


jCompanies_0693 1 3 .xls 
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Received By: Tenacina, Michael P 
Deiiveiy Time: 11/17/2000 8:55:09 AM 
Creation Time: 11/17/2000 8:40:53 AM 
Modification Time: 1 1/17/2000 8:55:09 AM 
: Submit Time: 11/17/2000 8:43:17 AM 
Importance: 112 
; Priority: 111 
: Sensitivity: 110 
Flags: 1117 

Size:! 1757649' __ 
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From: Manth, Larry E 

Sant: Friday, Oecemb^ 15, 2000 1:38 PM 

To: Atidn. Andrew S; Bendheim, Redge E; Ber^mann. Jeffrey K; Black, Suzanne J; Bottinl. Wayne 

F; Boyar, Adam W; Choy, Susie K; Coughlin. Sean S; Cozart, Toby; Dougherty, Timothy M; 
Duncan, Douglas P; Gergen, Patricia A; Greenberg, David; Hacker, Barry C; Harrison. Mark 
E; Hlrata, Masanori; Huber, Robert; Hutchison, Mark-Warner Cnff; Ida, Walter Y; Ito, Dennis 
A; Jackman, Thomas E; Kamaheie. Dean B; Lytle, Norman W; Maxfield, W B; Mojica, Raquel 
M; Morris, Craig S; Murakami, Aiton A; Orshansky, AnOiony J; Prager, Daniel; Robideaux. 
Robert W; Shen, Stephanie L; Sparkman, Jarms; Tom. Randall G; Turskt, Douglas A; 

Walker, James D; Wil^, J^n H; Wise, Richard 
Cc: Affcmso, Dale A; Mldiock, Eugene J; Songey, Jim H; Stone. Michael E 

Subject: FW: STRATECON WEST - KICK OFF PLAN FOR ’01 


Please fir^d attached a list of solutions we will discuss on our call today at 3 pm. 
Thanks, 

Larry 

USA Toll Free Number; 877-915-4783 
PASSCODE; 40658 

CALL DATE; DEC-15-2000 (Friday) 

CALL TIME: 03:00 PM PACIFIC TIME. 



Strateccxi_Strategl 

es.xls 


— Original Message — 

Frorn: Larry E 

Sent: SaWrxiay, December 02, 2000 l2:ism 

To: AOdn, Andrew S; Sendh^ Rejge E; Bergmann, Jeffrey K; Blade, Suzarm J; Bottinl, Wayne F; Boyar, Adam W; Choy, Sude K; 

Oxif^n, Sean S; Dougherty, Timothy M; Duncan, Douglas P; Cergen, Patrida A; Greer^rg, David; Harrison, Mart: ^ Hirata, 
Masanori; Huber, Rob^' Hutmison, Msic*Wamer Ida, Walter Y; Jackman, Thomas E; Kamai^e, Dean B; Lytle, Ncrman W; 
Maidleld. W B; Mo^, RaKiuel M; Morris, Craig S; Muttftami, Altcxi A; Orshandty, Anthony 3; Prager, Daniel; Robideaux, Robert W; 
Shen, L; ^wtonan, Janes; Tom, RandaS G; TUnsM, Dout^s A; Walter, James D; Wilson, John H; Wise, Richard 

Cc: AfTonso, Ode A; Mktock, J; Songey, JlmH; stone, Michael E 

SubjKt: STRATECON WOT -KICK OFF PLAN FOR '01 

Hello everyone. We will be haWtg a conference call to kick-off our Stratecon marketing efforts to aggressively pursue 
dosed deals by 6/3(3/01. The main purpose of the call is to discuss our marketing and targeting strategy and to get 
everyone acquainted with a number of Stratecon's high-end solutions. If you have clients, at least one of these strategies 
should be applicable to your client base. As you all know, to reach plan in the West we must aggressively pursue these 
high-end strategies. 

if toere are others we need to add to the distribution list please send me an e-mail with toelr n3me(s) so I i^n include 
them. 

The agenda is as follows: 

1} Game plan on our marketing and targeting sffategy. 

2) Brief discussion of each strategy (you will receive a PowerPoint presentation prior to the call). 

3) Roadshows. 

4) Weekly calls. 
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We are planning ttws for Friday December 15ih from 3 pm to 5 pm, A dlaWn number and passcode will be 
forthcoming, if yrni cannot attend or have any questions, please c^l me (213-630^101) or send me an e-mail. I will also 
be contacting a number of you individual^ in the next week to discuss the agenda in more detail. 


Thanks, 


Larry 


2 
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From: Manth, Larry E 

Sent: Tuesday. March 13. 2001 12:07 PM 

To: Alvarez, Adele M; /dkin. Andrew S; Baumann, Dale R; Bendheim, Redge E; Bergmann, 

Jeffrey K; Black, Suzanne J; Boffini, Wayne F; Boyar, Adam W; Brown, Brad L; Busick, 
Ronald L; Choy, Susie Coughlin, Sean S; Cozart, Toby; Curtis, Gary L; D'Addio, Michael R; 
De La Hoya, Raquel M; DeCr^ico, David G; Dougher^, Timothy M; Duncan. Douglas P; 
Frimershtein, Oleg; Garigliano, Thomas; Geigen, Patricia A; Greenberg, David; Hacker, Barry 
C; Harrison, Mark E; HIrata, Masanorl; Huber, Robert; Hutchison, Mark-Warner Cntr; Ida, 
Walter Y; ito, Dennis A; Jackman, Thomas E; Kamahele, Dean B; Kreutzer, Conrad B; Ly«e, 
Norman W; Maxfield, W B; Mcgrath, Michael W; Morris, Craig S; Murakami, Alton A; 
Orshansky, Anthony J; Pace, Kewn A; Perez, Frank; Pfatteicher. Linda E; Prager, Daniel; 
Robideaux. Robert W; Shen, Stephanie L; Sparkman, James; Tafoya, Angela M; Takaki, 
Cheryl M; Tom, Randal! G; Tur^, Douglas A; Walker, James D; Wilson, John H; Wise, 
Richard 

Cc: Songey, Jim H; Midlock, Eugene J; Affonso, Dale A; Stone. Michael E; Crawford, Russel! W 

Subject: Friday’s Stratecon Call 


This is a reminder that we will be having a call friis Friday {Mardi 16*) at 3 pm. 

Due to the significant push for year-end revenue, all West Region Federal tax partners have been invited to join us on this 
call and we will discuss our "Quick Hit" strategies and tergeling criteria. 

A list of strategies will be sent prior to the call. 

Thanks. 

Larry 


CALL DATE; MAR-16-2001 (FRIDAY) 
CALL TIME; 3 PM PACIFIC TIME 
TOLL FREE NUMBER: 877-915-4783 
PASSCODE: 83658 
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From: Mantti, Larry E 

Sent: Wednesday, April 25, 2001 9:00 PM 

To: Mccrimlisk, Geoige H; Hasting, Carl D; Bickham, Randall S; Alvarez, Adele M; Atkin, Andrew 

S; Baumann, Dale R; BerMihelm, Redge E; Bergmann, Jeffrey K; Black. Suzanne J; BoyaV;, ' 
Adam W; Brown, Brad L; Bu^ck, Ronakl L; Choy, Susie K; Coughlin, Sean S; Cozart, Toby; 
Curtis, Gary L; D’Addio, Michel R; De La Hoya, Raquei M; DeCredico, David G; Dougherty, 
Timothy M; Duncan, Douglas P; Frimershtein, Oleg; Garigliano, Thomas; Geigen, Patricia A; 
Greenberg, David; Hacker, Barry C; Harrison, Mark E; Hirata, Masanori; Huber, Robert; . 
Hutchison, Mark-Wamer Cnfr; Ida, Walter Y; Ito, Dennis A; Jackman, Thomas E; Jordarf, Ty 
N; Kamaheie, Dean B; Kreutzer, Conrad B; Lytle, Norman W; Maxfieid, W B; Mcgrath, ‘ 
Michael W; Monis, Craig S; Murakami, Alton A; Orshansky, ^U^ony J; Pace, Kevin A; Perez, 
Frank; Pfatteicher, Linda E; Prager, Daniel; Robideaux, Rc^rt W; Robinson, Christopher J; 
Shen, Stephanie L; Sheph^, John; Sparkman, James; Tafoya, Angela M; Takaki, Cheryl M; 
Tom, Randall G; Turski, Douglas A; Walker, James D; Wilson, John H; Wise, Richard 
Cc: Songey, Jim H; Affonso, Dale A; Crawford. Russel! W; Stone, Michael E; Midlock, Eugene J 

Subject: Friday's Stratecon Call 


This is a reminder of our conference call this Friday (April 27th) at 3 pm (PST). Carl Hasting and Randy Bickham from 
PFP will have a high level discussion of two excellent tax minimization opportunities for Individuals (tiiis includes flow- 
through income from S-corporations). The strategies have a quick revenue hit for us, so I sfrongly suggest you try and 
make friis call. 


USA Toll Free Numben 877-915-4783 
PASSCODE: 83658 

Thanks, 

Larry 
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Unknown 

From: 

Eischeid, Jeffrey A 

Sent: 

Wednesday, May 05. 1999 10:51 MS 

To: 

Baumann, Dale; Bickham. Randafl; Koom. Richard; Carbo, Deke; Eischeid, Jeffrey; Hasting, 
Carl; Henderson. Trade; Jordan. Ftobert; Upsdiultz, Brent; Pace. Katherine: Pedersen. 

Robert: Rivkin, David; Speiss, Timothy; Wartey, Carol; Watkins, B; Watson. Mark; Zaudtke, 
Davkj; Zysik. Jeffrey 

Cc: 

Ammerman, Douglas K; Springer, Marie A 

Subject: 

Marketing BLIPS 

Importance: 

High 


Following is an extract of an excellent message Carol Wartey s^l to her fellow Houston parsers {and managers): 

This p^t Friday and Saturday, Deke Carbo and i panicipated in a meeting which primarily focused on 
the status of our new investment strategy for clients with significant capital gain income (BLIPS). 
Although this tax product Is not yet approved for marketing to clients, BLIPS was far enough along to 
conduct a meeting of the individuals who will be responsible for marketing. 

Some of the key points discussed in the meeting were: 

• BLIPS will have a $20 million minimum just like OPIS 

• DPP has indicated that we will only be able to do SO BLIPS thinsactions 

• Providing a copy of a draft opinion letter will no longer be done to assist clients in their due diligence 
process 

• Signed nondisclosure agreements will have to be obtained before any meetings can be scheduled 

• BLIPS cannot be done for a corporate client (this includes S corporations) 

Given the current limitation on number of transactions^ it is imperative we identify, start to talk about and 
screen candidates now. Therefore, it is imperative that you talk to Deke or me about BLIPS prospects so 
we can fine tune our prospect list and immediately attempt to close these prospects once we get the go 
ahe^ to market BLIPS. 


i believe it is entirety appropriate to prospect for opportunities. Unlortunately, it some instances the prospecting is being 
carried too far In tight of the fact that we do not have approval for die product For example, area PICs have been 
contacted/soHcited and the assistance of BOM'S has been enlisted (in no cireumstance should a BDM work with the 
product). There is a fine line that we all have to tread between being ready to go to market when approval comes and 
jumping the gun. 

Call me if you have any questions. Thanks. 

Jeff 
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Unknown 


From: 

Sent: 

To: 

Cc: 

Subject: 


Ito. Dennis A 

Wednesday, May 05. 1999 1d)9 PM 
Eischeid, Jeffrey A 

Ammerman, Douglas K; Hast«g. Cswl O 
RE; BUPS 


Yep. I think this will satisfy Penelope {afterali, we hired her to identify and pre-quafify prospects for the PFP practice and 
gets paid based upon her ability to do so). As you know, there wHI likely be some PFP partners and senbr 
managers/directors that will be ’upset* by the directive. Scwne names that come to mind that have (ki my judgement) the 
capabilities to present and deliver the BLIPS strategy (havrtg proven themselves in other complex strategies, including 
OPIS) are George McCrimlisk, Robin Paule, Jack Nuckolls, and Shannon Liston. Again at Uie risk of statmg the obvious, 
we are potentially handcuffing some of our best talent atwi esseniialty Bnwiing their compensation fvis-a-vis irwentive 
bonuses) and success by eliminating one significant tooi m their tool box. By way of understatement, our folks are not 
happy with ffiis directive. 

1! the questicm is where do we draw the line, given that the Western Area is now the largest area both from a Gross 
Revenue and Contribution standpoint and we happened to have some of ^e hottest markets in the country between 
Southern CaiKomta and Northern CaKfomia/Pacilic Northwest, adding lour rrvore people to the BLIPS 
saies/implementation team should only help assure the successful deployment and implementation of this product. For 
example. If only Jack or Date were allowed to sell TRACT, our prospects would be more than halved because we would 
not be as effective to covering netvrork contacts within our geograptoy. Isn't there some way we can be a bit more 
inclusive, rather than so absolutely exclusive? 

Enou^ for now, thanks for listentogf 

Dennis 

— “Ori^al Message— 

From: ' Eisdiekl, Jeffrey A 

Sent: WeA^ffay. MayQS. 1999 12U3PM 

To: llo.OenrK A; Having, Cano 

Cc: Ammerman. Douglas K 

Subject: RE: Bt^S 

Dennis - 

Car! is absolutely *on the money* in describing our discussions and conclusions with respect to using BOMs to market 
BLIPS. They are to be used only to identify prospects. However. I recognize your special circumstances to havtog a 
well-trained, professional PFP BDM. In such case. I would imagine it is appropriate to have her pre-qualilying 
prospects as well as identifying prospects. 

The *traintog’ is a bit o( a red herring. One does not need to understand how the program is structured to determtoe 
whether someone has sufficient gain and has the tax risk appetite to do an OPIS/BUPS type strategy. Obviously 
thafs an overly simplistic and inflammatory comment!! Hov^ever, it is fairly clear that we won't be putting out white 
papers. Tax Product Alerts, doing conference calls, etc. It will be word of mouth. DPP wants to tosure that only 
'designated partners' make the client presentations on tl^ strategy. That way, there is some assurance that a 
consistent, accurate message is conveyed to the client. 

Make sense? 

Jeff 


Message— 

From; IM. Dennis A 

SctU: Wertoesffay, May K, 1999 2:S3 PM 

To: Hasting, CariD 

Cc: EtscrieW, Jeffrey A; Ammennan. Douglas K 

Sublect: RE: BLIPS 

Thanks for tiie info. I am not fully aware of the ’limitations' imposed by Lany. Seems like some vrark is needed to 
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delining 'Jrained*. is ii fair lo assume ihal whafever information I, or any partner/manager, will have related lo 
BLIPS for purposes of idenlifying prospects and pre-qualilymg leads wS afso be available lo the BDMs? i suspect 
that Penelope, as with everyone in the practice, expecte to know erwo^ to understand what an appropriate target 
is and whether a foltow-up meeting is appropriate. We atl have been n too many 'dead-end" meetings to know 
that a bH of pre-qualification goes a long way to effic«nt use of our Iknited time and respect for our client target's 
Hmiled time. Also. I wonder if the comment regarcKng 80Ms was made as relates lo the generic BDM, rather than 
our BDM who specializes in PFP-on!y products. 

Jeff - Any comments regarding our unique situation a F^P-onfy BOM here in the Western area. 

Thanks 


— Ofigffiai Message—— 

From; Hasting. Cart 0 

Sent: Wednesday. MayOS. 1999 11;35 AM 

To; no, Dennis A 
Su^ct: 8i.iPS 

Dermis: 

You should know that at the task force meeting, it was rttade extremely clear that BOM's are not to be mvdved 
in the marketing of BLIPS. I do not believe ttrey mean that fire BDMs cannot and should not identify 
prospects. However, they are not to be trained on the product or be to a position to discuss even generally 
any of the tedrnical or structural aspects of the product You might want to clarify tors wito Eischeid or 
Ammerman. 

1 mention Uiis because i gel the toipression that Penelope ihtoks she is going to be ’trainecf on the product. 
See v«u this afternoon it you witl be to Warner Center. 

Cart 
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Unknown 


From: 

Sent: 

To: 

Cc: 

Subject: 


Eischeid. Jeffrey A 

Monday. September 13. 1399 6:05 AM 
■John Larson'; Eischeid. Jeffrey A; Bickham, flandafl S 
bob pfaff; kbfation@presidioadv.com 
RE; BLIPS - managing deaf ftow 


I'm in basic agreement with all of ^ur comments. Kerry, are avaHable for today’s KPMG Innovative Strategies 

conference call at 5 p.m. EST to discuss your flowchart and improv«nen{s to toe KPMG side of the process? 


- — Orignal Message—* 

From: Jofm Larson iSMTP:ilarson#prosicfioa<Jtf.cemj 

Sent: Saturday. Sep^n^er 11. 1999 9:48 PM 

To: »a^id9K(mg.com: rbickhamdkpmg.ccm 

Ce; bob pfaff: kbrationOpresidloadv.com 

Subject: BLIPS • managing deal Bow 

Jeff/Randy- 

As you know, we have imtiJ 10/15 at the latest to close loans and tO/22 to activate the FX trading etc. (the 60 day 
countdown). Currently we have approximately 25- 28 deals on our active list with another 25 or so on our 'highly 
likely* list. Hence the total expected backlog is a) least SO deals. I know toat your count gives a slightly higher 
number, perhaps indicating a backlog of 60. As of Friday, we had ctosed on^ 3 loans. This gives us only 5 weeks to 
complete all the closings. 

We think it is possible to complete aH the backlog in the available lime tf everytoing proceeds according to the closing 
schedules that Kerry developed. I am. however, very concerned about adding more deals to the already huge 
backlog. Therefore, my suggestion is to cut back on the sales effort, without closing the door on a lew more significant 
deals. Accordingly. I propose toat we raise the limit on new sales solicitations to deals of S50 or greater effective this 
Monday. I also suggest that we inform everyone that toe limit wiD be raised again in 10 days or so to $100 (?). 

I know this change wilt upset some KPMG partners who are stiK trying to set up more meetings. ! also suspect that 
they wilt be even more upset if toey sell a new deal now toat we are unable to dekver. Those are toe two choices i 
see. 

Apart from limiting the addition of new deals, there are other incremental process changes toat we have made and wiil 
continue to make. While this is really a subject tor a more detailed discussion, I will note two ideas toat I have 
discussed with Randy, Steve, and Kerry. First, we need to get key KPMG people in certain areas to liase very ciosety 
with Presidio and toe clients^nvestors in their area. We have been e}q>eriencing problems with slow and incomplete 
turnaround of information requests and signature pages that could be mihgated by much closer local monitoring. 

Second, as an experiment fast week i spent a day working out of OB’s New York office. I found toat being there i was 
able to trouble shoot very elfeclivefy. This made me think that a temporary Presidio outpost at the bank might be 
helpful. Conceivably, stationing someone knowledgeable from KF^G at toe bank might also be good. 

John L. 
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Unknown 


From: DeLap, Larry 

Senl: Friday. OctoberOI. 1999 1:58 PM 

To: Ammerman, Douglas K; Eischeid. Jeffrey A; Wateon. Mark T 

Subject: FW: BLIPS 


Gentlemen - 
We also agreed that: 

1 8 OPIS ‘slots* vs^re reserved for the intended BLIPS participants noted in the third paragraph below. To the extent 
those slots are not Tilled by the intended BLIPS parficipants, mey may be offered to Mividuais who were (m the 
*granctfadiered‘ list o( OPIS (xjtential par^cipants {those Individuals to whom an OPIS presentation was made in 
1998, butiMK>dki enter into an OPIS transaction). No more than 18 OPIS transactions wi be entered mto and they 
wifl be entered into only vwth persons from one of the two preceding groups. 

A year 2000 BLIPS bansaction may be entered into with respect to mcfivkluals to whom BLIPS has already been 
presented and whom have expressed sm biterest m a year 2000 BLIPS transactbn. Jell Eischeid has a list of such 
‘grandfathered* BLIPS potential pariic^ants and wilt see that year 2000 BLIPS transactions are entered into only witii 
persons on that list 

Larry 

— — Orfgirui Message-"* 

From: Lany 

Sent: Frictay.OcbjberOI, 19993:1SPM 

To: >jnmerman. Douglas K; Elstheftl. Jettrey A; Watson. Mark T 

SubjeeC BLIPS 


Gentlemen - 

I refer to condition «t1 of the attached message relative to the marketing of BUPS. 

We have had various discussions thereon over the last nine days. My understanding of the discussions is that we 
have agreed that marketing of BLIPS has ceased and that no more BUPS transactions wifl be marketed. 

We ateo discussed a specified number of instances (less th«t 20) where an engagement letter had been concluded 
witi: a client tor a BLIPS transactions, but a ct^iacity problem arose witir Presidio. We agreed that with respect to 
tfiose particular Identified clients, but only those clients, it would be permissbla to enter into an OPIS er>gageinent, 
assLuning the client agreed to an OPIS engagement 

We furUier discussed a spe^ied number of other instances (^>out 20) vdiere a perceived commitment to a BLIPS 
transaction had been made 'but an engagement letter had not been sigr>ed. We agreed that with respect to those 
particul^ identilied clients as well as any clients mentioned in the preceding paragraph who do not enter Into an OPIS 
engagement but only (hose clients, it would be permissible to enter into a particular 'enhanced BLIPS* trar\saction 
suggested by Randy Sickham, provided Washington National Tax approves the enhanced transaction from a 
technicai standpoinL 

if your understanding vanes from d\e ^>ove. please get back to me. 

L^ty 


1 
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Unknown 


From: Wiesner, Philip 4 

Sent: Wednesday. August 04. 1999 5:07 PM 

To: Ammeman, Douglas K; DeLap. Larry, ^winger. Mark A; Watswr, Mark T; Eischeid. Jeffrey A; 

Smith, Richard H (WNT): Sickham, RarrdaH S 

Cc: Lanning, John T; Stein. Jeff: t4)pman. Michael H; Wiesner. PhiBp J 

Subject: BLIPs ■ Approval 


The WNT team revtewmg BLIPS has completed our review of the loan documents and LLC agreement related to BUPs. If 
a BLIPS transacticn is executed using these documents (with revisions prodded to Ran^ Biddtem} and the actual facts 
. ’ :.>e transact!^ comport widr those in the fact and representation sei^ns of the opinion, we believe ttiaL while it is a 
close cai l. a ’more-like!y'tharvn<^'' federal tax opinion widr respect to me transaction is, on balance, ^pn^'ate. 

As we discussed, we »iticipaie mat me PFP te^ wiR assure mat the actual facts of each bansaction are in accord wim 
the facts and r^resentadorrs provided for in me ^>inion (for example, the cBent believes mat mere is a r^sonaNe 
opportunity to earn a raasonaWe pre-tax profit in excess of trartsactlon costs). Also, we expect that the folowing conditions 
established by Larry DeLap in his message dated May 18, 1999, approving me marketing ^ BUPs will be satisfied: 

1. BLIPS Is to be marketed only to Inckviduals. This indudes a pass-mrough entity in which aU me persons to 
whom attributes are passed through are individuals. 

2. BUPS is not to be marketed to coqwrations. nor (o any pass-through entity mat Includes a corporation (other 
than an S corporation not subject to corporate tax on recognized built In gains or excess net pas^e income) as 
a me^er, parkier, etc. 

3. A member of the PFP Innovative Strategies group, or anotier person spedfcaily designated by Doug 
Ammerman. is to be present at all presentations to prospective BUPS clients. 

4. Adetermkiation is to be made that a prospective BLIPS ctient has a high tolerance for investment risk and tax 
risk before presenting an engagement letter to me prospective dienl. 

5. The attached memorandum on p^iatty issues is to be provided to a prospective BUPS client prior to providing 
tile prospective client an engagement letter. 

6. The attached standard engagement tetter is to be used on aR BUPS engagements. Minor revisions to me 
standard tetter may be approved by me applicrmie Professionai Practice Partner - Tax. Significant revisions 
require me approval of DPP-Tax. 

7. Our prospective cUeni evaluation process is (o be followed for each BUPS client who Is not an existing KPMG 
cRent. Where a pass mrough entity is involved, mis indudes each member, partner, etc., of the pass mrough 
enti^. 

8. Before the first BLIPS engagement tetter is issued, Mark Watson and other relevant Washbgton National Tax 
personnel are to receive, review, and approve the intended language of m* documents to be used. (This 
message satisfies this condition] 

9. Mark Watson, or his designee, Is to be Involved in each BUPS transaction to me extent necessary to determine 
tiiat me undoing documentation and transactions are »ich that the contemplated opinion tetterfs} can later be 
Issued. 

1 0. Mark Watson, or his designee, Is to reiriew and approve each opinion letter issued to a BUPS dient. 

1 1 . There win be an overall limit on the number of BUPS engagentehls that can be sold. That overall fimK is not 
being established at this time, but wIS be tiie siAject of perk^ discussions among Doug Ammerman. Jeff 
Eischeid, Mark Watson, and me (Larry Deli^]. 

1 2. Third parties } are not to be used a referral source or omerwise in connection with marketing 
of BUPS wimout express advance permission of OPP-Tax. 


REDACTED 
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1 3. If there is an intention to use Business Devetopcnent Managers in connection with the mari<eting of BLIPS, the 
intended script and other aspects of the BDMs partictpation swe to be approved in advance by OPP-Tax. 

If there are other conditions that we have agreed to. or shOiM agree to. fiiat are not included in the above list, 
please let me (Larry DeLap] know. 

Best regards. 

Phil 
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Unknown 


From: Kerry Bratton [kbrattcm@presidioadvxtanl 

Sent: Wednesday, November 03, 19® 151 PM 

To: eischeid@kpmg.com; tanapier@N»ng.c«n 

Ck John Larson; Steven Buss 

Subject: RE; 


We are working on that ciirrentiy, as well. 


Kerry Bratton 

Presidio Advisory Services, LLC 
Phone: (415) 284-72B2 

Fax: (415) 284-7284 

>>> ■Eischeid, Jeffrey A" <eischeidSikp?ng.coa» 11/03/99 OlilfiWJ »> 

It occurs to i»e that it would be useful to know something about the 
investment performance as we call these clients to discuss their go forward 
strategy. . . . 

Jeff 


> — ’--Original Message 

> From: Kerry Bratton {SMTPskbrattoiUlpresidioadv.com] 

> Sent: Wednesday, November 03, 1999 3:12 PM 

> To: eischeidSkpmg.coro; tanapier®kpmg.coa 

> Cc: John Larson; Steven Buss 

> Subject: 


> As you may be aware, the 60-day anniversary of your client's participation 

> in the Strategic Investment Ftmd is November 23nd. As a reminder for you 

> and your client, we have sxmnnarieed certain procedures that may be of 

> interest. 

> • Withdrawals are allowed on the 60th day after the initial contribution 

> and on each subsequent 60-day anniversary. 

> 

> * Each withdrawing Class A Member should c^iy and cotcplete Annex A 

> (Withdrawal Request) from their copy of the Aiaended and Restated Limited 

> Liability Cest^any Agreetaent. If you cannot locate a copy, we can e-mail 

> the document to you or the investor. 

> 

> • 10 business days prior to the withdrawal, the Withdrawal Request should 

> be faxed to the Fund c/o Steven Buss/Xerry Bratton at Presidio Growth 

> (415) 284-7284. 

> • The original withdrawal Request should be sent to the Fund c/o Presidio 

> Growth LLC at 333 Hayes Street, Suite 200, San Francisco, CA 94102. 

> 

> We also need some information to enable us to properly execute withdrawal 

> requests chat we may receive.. Please coR^lete the attached "Information 

> Sheet" and fax it to me as soon as possible at (415) 284-7264. 


> Please contact me if you have any questions. 

> 

> Best regards. 

> 

> Kerry 


redacted 


Proprietary Material 
Confidentiality Requested 

1 Permaneat Subcommittee on InvestipatioR^I 

KPMO 0003657 


1 EXHIBIT #31 1 




504 


> Kerry Bratton 

> Presidio Advisory Services, LLC 

> Phone: (41S) 284-7282 

> Fax; (415) 284-7284 

> « File: Tl_ll_MEHlnfo.xis » 

The information in this email is confidential and may be legally privileged. 
It is intended solely for the addressee. Access to this email by anyone else 
is unauthorized. 


If you are not the intended recipient, any disclosure, copying, distribution 
or any action taken or omitted to be taken in reliance on it. is prohibited 
and may be unlawful. When addressed to our clients aiqr opinions or advice 
contained in this email are subject to the terms and conditions expressed in 
the governing KPMG client engagement letter. 


2 


Proprietary Material 
Confidentiality Requested 


KPMG 0003658 





506 



A 0064 


UBS000326 



507 


cd 




4-1 


o 




o 


oo 


5-1 


o 


«+-! 


CO 

__rj 

a 

OO 

o 


• ^ 

O 

& 


o 


CO 

a 

(D 

CO 

CO 

(Z1 

(D 


O 

(D 

C3 

O 

3 

CO 



G 

O 

O 


CO 

1-H 

Vh 

o 

CD 


pH 

> 

00 

Ph 




A 0065 


UBS000327 



508 



UBS000328 



509 



UBS000329 



510 



A 0068 


UBS000330 




511 



A 0069 


UBS000331 



512 



A 0070 


UBS000332 









513 



d 

O 

00 

CO 

'r-( 

d 

(—} 

*- 1 


00 


o 

42 

' 'r ‘J' 

* yH 

d 

CIh 


42 

Ph 



I 


A 0071 


UBS000333 



514 



UBS000334 







515 



UBS000335 



516 



UBS000336 



517 


kpmgPeat Marwick LLP 

Peisonai Fitancial Planning 


to CaTSTcam 


Oaid June 17« 1998 


Rom Gregg W. Rittiae 
Warner Cfentej 

cc L^Dd^p 
Mountiun>^w 

June 11 OF1S Conference CaH 


9eno cas 

Ref p:\useR\or9cHe\Mp\cats\Junl1 
toObc 


The QkTS team held a CMifereace call on June I Ith to dSscuss several items asimdated 
with &e OPIS strtnegy. The foUonmg is a fist the items dignissed and certdn fdtow- 
up required 

• Bngagemeni Utter. LanyDeLap has reviewed a draft of the engagement lener and 
certain changes are being made. We are still awaiting a response from l>d.ap and 
DPP Assinaace related to dte pt^ment of the KPMG fee <i& particular, the payer)^ 
Also, DeU^ has requested that all enga^meot letters for OPIS be reviewed ^ hint 
prior to executkai by the cfieotAarget GWR to foUow-up DcLap relative to the 
payment of our fees. 

• Vse of Nott£sehsure Agreements, The standard Nondisclosure Agreeihent has 
been posted in the KMAN CaTS CMtferencx « the OPIS file, fi must be used in all 
cases when making a presentafitm to all clients/iargets. Moffificatk^ to the 
agreement diould be cleared >Aiih GWR wZyak. Ideally, the agreernest will be sent 
to the cUentAarg^ in advance of the initial meeting. 

• Refermtfees. WMleKPMGpoGcymayallowforthepaymeatofreferralfeeslo 
tl^ pvdes who identify a target, payment diould be discouraged in most cases. 
Refe^ fees will not be pentutted in any cases where die target 1$ already a KPMO 
efieoL -As a general nik* die market for referral fees approximates 10% of the total 
fee paid by a efient >md) respect to a tax strategy. Due to die samdvi^ of this issue, 
proposed referra] fees must be subcutted to GWR along with a Mef description of 
why the payment is warranted. GWR will clear with Del^ for aqipn^pnaie. cases. 
Referral fees wQ] never be paid to existing KPMG audit clients. GWR to chedt vntb 
Ddofi for additional frmni^ gindelines (if any). 

• Presidio ccqfaeity. Duetoibelongdelayinobcmjung^iprovalofOPlS.Uisfikely 
lh» Presidio udU be unable to imroedtidely meet the client demand. Accorduigly. 
CaT$ team members should uuonfiately submit to GWR the name and notkx^ 
amotmt oS dkntsAargets vdio are ready to inldaie the strategy. We wiU con«ih widi 
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CaTSTeam 
February 6, ^2 


Pi^dto aiKl tank these opp(»tunities by deal aze and oUter relevant criteria. 

Pred(£o imH m^e presentaiions and be^n to set up aorounts to clienisAargets on Uie 
basis of tfiis list <ie^ the "Ckgan Donor" UstX CaiTS team members must mantle 
the expectatiems of the cGeatsAargets relative to timing. 

• Ouiside Advisors. We shtmld discourage clientsAargets from having thdr incumbent 
Uwyeis/CPA^etc. mview the strategy from a techmeal perspective. This will help to 
pre^M tbe ^vead of the strategy to cppi^tittMn and ptl^twivisors who may not 
protect its coofldendality. QiemsAa^ets may have hiQ access to Brown & Wood 
should they vdsh to obtain input from a l^a! pes^sective. In those rare cases vdiere 
the clioitAaiget vnll not proo^ with OPIS witbtmi technical review by their 
adv&ois, CaTS learn fnoi4)ers diould provide die name ilnd afCliatkm of the a(Msor 
to QWR, Watson, or Bickham. In qjpropriate cases, the advisor may be included in 
the teduucal review provided they will execute our Nondisclosure Agreement. This 
does not apply to investment advisors who are to provide the cUentdar^et with 
advice ctmeenung the investment aspects of the strategy. ClientsAargets are to be 
encouraged to seek such advice from outside investment advisors. 

• Presidio invohemeni and analysis. To die extent possible, a representative from 
I^reddlo Advisors should be invited to attend eveiy initial client visit In some cases, 
this vnli not be posable, k is appropriate for KPMG personnel to be involved in tbe 
imtial client meetings without Pl^dio, provided that npanvestmeni is nude prior to 
the cliencAarget meeting widi Presidio. Dirthemnore, Presidio wiO.provide to 
clkntsAargets an analy^ of the ecpectedprt^ frean the investment transactions 
given die expected prkc movement of die aock prior to the cUentAarget's 
investmenL 

• Tax Shelter regfstradon. Tbe Rnn has ctmehided that OPIS does not meet the 
defitutioa of a tax shelter and, therefore, regi^UoD is not required under IBC 
sectkNi6lfl(c). Any frinhex inquiries Ml this subject should b^ieferred to GWR. 

• Legtd documents, Preridio is working with Brown & Wood and odier lawyers in the 
thafrug of tbe required legal documents, fwtbernxve, di^ are in tbe process of 
wodottg with Deutebe Bank (and their outside counsel) in drafting tbe required loan 
documents. Preadio has ixKficatedibqrcqiect die drafring process to be cocqileted 
by die tfiird week in June. 
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hpmgPec) Marwick UP 

Page 3 
CaTSTcara 
February 6, 2002 


• ReporSnsRequirements. Rr^inPauIe has drafted a inanK>raiK3ii]nconafraRg the 
* repotting ra]wr»a»tt$idaUve to the opts ffivestmeiit Ml Fchoi 547 1. Wehave 

pos^ her ineixKjrandtun to our KMAN conference. ThismanorandamwiUbe 
expanded to tndude any other retorting responsibilities whidi xsac^ be in^)osed c»i 
the cUemAargeL These reqmxemeats must be c<xnimmicated to all cUenta'bffgets 
priCHT to their of the strategy (regardless of vd^etber KPMG is their tax 

pttpaier). 

• SftbstmtiaJ und^rpapmetti penaides. Our commonicalion to dSen^Aaigets relative" 
to ^ential substandal underpaynteat penalties must be accurate and ama^em. 

Z^k and Blddiam to review ^eprownoos c^Treasuiy Reg. 1.6662-4 twd prq M re « 
brief laemoraodum desonbing the use of our tax ofunion^kUer toprovide ixotection 
from penalties. This merborandomwil! be posted to our KMAN conference. 

• Rroi^ecUvt Ugfstadon. It is posable tiuu legislation win be enacted whidi wtD 
sigoificantly ispact or elioiioate OPtS. John Gardner to coordinate the evaluadon of 
the status of the k^atiem proposed by die AidnunistratioD earlier this year and iuwp 
the team informed. In the event diat there were a change in the tax law (or other 
relevant authority) which rendered the str^egy iDefTective and a clientAarget had 
coitpleted the strategy, it is unclear vdieiher KPMG would be able to refund some or 
all of die fees paid by die clienL GWR io foDow-up widi DeLap to see if such aetka 
would vkd^ the Tides relative to contingent fees. In-My case, clientsAargets must 
be informed in all imtial client vials that the law in this area can change at ai^ time 
and may have a severe impact on die strategy. 

• Face-Uhfact meetings. The team agreed ihat a!! meetings with clientsAargets related 
to OPIS win take place in person. There will be no meetings undertaken by 
tdepbone. 

• Represetstathn letten. To support die conduskms of our tax ojnnion ktter, clients 
w31 be asked to ago a kOv indk^g didr agreement with the f^ staKd in the 
opim^ Furthermore, they ^ be asked 10 sign a letter making certnin 
rqntsestations to KFldG cn wlucli we will rely, in part, in reaching our conclusions. 
C^tsAargets must be made aware of this requirement in aQ initial cltent vints (It 
VtiU also be rhsclosed in die engagement ktter). 


rroprietayMttefM 
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Jqpmgf^ McxwIckUP 

Page 4 
CaTS Team 
Rilmiaiy6,2002 


• KPMG tax opinion letter. Hie tax opbioo tetter for each cUent wiB be prepared 
nnroeifiatdiy foHowmg the execution of the strategy. The draft 0 |:»ni<»t letter wiU be 
forwarded to the ehgagemott team vduch executed the strategy they wDI modify 
k for the clients facts. The engagement team will obtmn the client's concurrence 
with the facma! section oftbe letter ttiddidr representation letter. UponcompletiCHA, 
&e ofitdoa letter will be forwarded to the techidca! team (to be named huer) for their 
revi^. Samj^e tax optnion letters will not be made availaUe to clients or didr 
advisors prior to eixaaioa of the strategy. 
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Rosentiial, Steven M 


From: Walson, Mark T 

Sent Thursday, July 22, 1 999 9:26 

To: Smith, Richard H (WNT); Wesner, Philip J 

Subject BLIPS - Economic Substance (ssue 


Gentlemen, we have completed our review the BLIPS loan dooiinents. in general, these documents indicate that the 
loan proceeds wi8 be Invested in very safe investments (e.g., money market instruments). Thus; i seenis very unlikely 
that the rate of return on the krvestments purchased with the loan proceeds will equal or exceed the interest charged on 
the loan and the fees incurred by the borrower to secure the loan. 

The loan documents ciart^ that it is anticipated that there will be a negative spread on the loan proceeds, and the hope is 
that the portion of the equity contributed by the di^t that is Invested in' fdrelgh currendes - an amount equal to 
a;^)dmatdy 5% of die loan premium - wW generate a sufficient rate of return to offset toe negative si^ead on toe loan 
proofs and the fees charged to enter ir^ the transaction. 

For example, assume toe i^ent borrows $100 milfion dollars at 16% and receives $150 miiSon from the bank ($50 nuTion 
of which represents a prenuum). Also assume that the $150 milfion is invested tojutmm^ts that generate a 5% annual 
rate of retom. Thus, on an annual basis and ignoring fees, the client pays $16 rrafibn in Interest expense ($100 n^llion x 
.16} and receives $7.5 miQbn in intere^ irM»me ($150 rrulfion x .OS). As a result, the dient has a n^ative spread of $8.5 
milfion tefore fees. ■ - . 

in an elfert to of^ this negative spread, the dient wfli invest approximately $2.5 million ($50 mtlGon x .05) In femlgn 
■ ojnencies. Before any fe^ are considered, toe dient would have to generate a 240% annual rate of return on toe $2.5 
miiikxi fore^n currencies investment in order to break even. If fees are considered, the necessary rate of mtom to break 
even '^li be even greats. 

Tfus example also highfights the issue of how long the client reasonably intends to stay in toe partnership^nvestment 
AJtoough loan Is stru^red as a seveivyear loan, the client has a fren^ndous economic incentive to get out of loan as 
soon as possible due to toe large negative spread. . ■ - 

Before I ^Ixnit our non-economic substance comments on the loan documents to Presidio, I want to confirm that you are 
stiti oxnf^ble the economic substance of this fraisactiori. I have committed to subntitting our comments by 3:30 
pm on Friday, July 23 (tomorrow). 

Mso, Richard, have you (or has your designee) had a chance to review the BLIPS LLC agreement I sent to you on Juty 
16? 


p.rm.nent Sub T »" Investigati^l 
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From: 

Bsdieid,Je«reyA 

Serd: 

Thissday, May 18. 2000 7:60 AM 

To: 

Waiiey, Carol Q; Ns^r, Anspa 

Cc: 

Bresc^Petef A 

Sulqect: 

RE Browi A Wood BUPS Opinion tetters 

No objection. 



OtijM Mes>gfr— 

F^w«k Waileiv Qnt G 

Scab «ltedMsbr,M^17,3«}07:40PM 

Tk 6s(Mc|,)drerjl;Ma|*!r,Ai^ 

Cc: hcw«.MerA 

Subject: ntf:flrambVAndlursC)|pWc«ka» 

FVI 


Pi^fe|jHiteriaww«ynihav««v<^)i«cfiomtoKhtdtectBdnglheMaBn^ TbosvHlecttfieotfMr 

«pMon lelien as weH { I ftssume). 



Fn^ Maiby,0)cfC 

SeM: WslKscby,M;9J7.2000C:3SPH 

Tw PKSeoR,PckrA 

Subitdts- FW:Bim«A1«oe(18UPSCt>Ma«fctet 

i^ter/ can you pleA$e discuss these kerns witfiFU. at 8nmn& Wood thwks 


rmw WabovKHkT 

Sent: Tueabr.HarlS.TSWlBsHAH 

Tk WnfeyvOKte 

Subject: R&areMbWaoeBJPSCVMMMets 

^ i ihMc you sho^ ask Brown A Wood Is malMtMCitangesIndb^h Pda's message. QuaRyworktTy 


Fnfte: Wwtv.CMtQ 

Seal: MM*tY.ttqr19,2000 C2»(^ 

Toe 

SiA^wt FWtbwwAWMtfHJpSC^iWMiMba 


Malic, M nw know alW you have ttM chance to look M Ms. iwotidBcetoaobackloRJandgelsotnechanaes 
made, agree? 



Fraae . PTesma,MerA . 

sc** Tues«ir.Here9,2eMll:3tAM 

T«t WMfer,CMI6 

Siejtcb brewa A IlMd eUP5 OpMm kom 

C«0t. 


Here m dte «HM sitidflcHt emn dut I l«Md w die Bro«t A Woed BUK Opiaiee kiMa 1t>yes OR ae^ 

(Mck at MRitriw of Ike »or4 'oT or *Omc(*) art MOt ibtod. As you kaow. dim «e mites few Aao'‘aoa-criiic^ 
typos. 

BiWigjil tedryment Oniidew Lewtef 
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• 0{»iUon S«ynms 7 1 12) sttn^ to pot loseAer lw» <sHnct ideas in oaescJiteigt and ends up txpnt tometlw^ 

confta^ Cerent. TWtwoc«neep(sarc^ibe)avu<«rw3f KCO^uzeRopnnrlotsnfMwreetipiafllieLMn 
prottak (inehi^i^ die fieiMwn} nnd (Km die pRimuin is an MMUBt ibai shonid be Mnortatd ifainA Invesiot't 

MteRdexfCMeovixiheSreofdieLoaB. llieeancnlaeriteaaBppcaninsiateiKMiJieiLMffprpCirn&areaiMMUBt 
&al diMdd be amorliaed af^nsl (he Invcstoi's wtcRSt expense, lits stateneiM it inceiiect becMue (he note w a batloM 
•Me. 

• P;^2t co(tt3iiuiiieteii(cnct‘'AsMatedmie]i(retescaUoA3ab«ve,7niitKat rq>RKn(ed(hatkiAS»ot»dwi)tM4eka 
loi«esnrieilRLoMmddieSw^andcrTi«as.llef. i.l27S^* lB(lK:opiM«ikMarliF»iemrMB5,lKe(e«wa»tmtt 
involyed in ihe itawtactioa fi»tbeni>on^d»ebivestord5daei pafc«ai^meiHMioatBii^io‘^gpfeaf (H a ( i<»n3“ 
K|:a(du|: die vKepatkM of ^Lmh and Sw^ 

• 36 contaiw footnote 31 (fitcuedi^ the tax teauaentofawodiCeawno a debt kawneat to 

under BtClCOi. Petite (be fact foatdne footnote cowtafonanwwni to* rdbtetii (he *Ba<a«i*C3t^* it wat identic in 
dl foe opimM kMcn 1 mteued. Tbe $ 1 00 Wntea and 6 UO (Risen ddbr neatioiKd woe not ^ifuopriate for 

anyoffoen. 

» ^gsddeonlafotfoeMananeMfoa^nndeiriROZZyiH'^Kptaaffagftwttfoetateorpxbine'ofacapitaiwetita 
ca^talfoss. 

• yngTOcont^anfotenaltefercacetoancadtofoaCTaMfannffoe CeaaKSavWt Atjpdafenc attt. TV ease It not 
foscamed ■flj’wiMae in foe OfHflion. 

• y!ate74eoniafoai»efeTencelo*foKiycMweiiqrdtetribnKdtefoelnvenof. TKelnuettefdgd not receive nnyfbreig* 
c uinjn. y. Note fo« foe acntence con^idngfoiciefaeocefatotefe«dyt*»W^»>^^°**dBcent>ealwcrdtBae 
*foatdbMefo* ' 

• TlKC^ifofomfoMltecdveddkfMcoaofodfoafoelHcsitoCWideittalMeaonMfonarfoekAialjafoafl^nnfov 
Aftetnafoica. gpfool'foete Mlj Kbiwiaitteiei elmncml infoeOiiiinon. 



* jUioffoeabevecnoraarealtojcontMftedinfoelTBteigaCtocneyOphiBnlrncrfeacqnforfoeawttOiap^eptddfo 

14 ). SoMBOf&ep^noiabenBBar love changed. 

* OnPatey^iiCTenueRuSi^are'^BtanrBfaed'aMiend'bfin a pr cted .* (n»icnehi>'tfoatteriont,bntkbpK«Qr 

fmmj) 

* jra«es43-44cQnbtoacitalionft«aiIRCMfo TWiifoe ckfoenBfoWutedlnfoeirSiMrtOfdoRO^nionkttrandiB 
notitaflyapjmpnateforonrefieaO. lnp art k u | j r.foebMKne*^EneanciBloec ncyMi ntM^.-icp<kni-«"doctBnt 
Cl. l^nfo g ii ( o w;,foediaidawiBfoe foM o enteMw adtef foedtaiionfoonldbe*Scqion48ye)(l)y)g)*. 

AswcfonsKfofoeSlLWofHnonlettentencfoallileaecesaaqrbaMi. TUfacfJie pa i en do B iectiotMaieafawM 
idcnto J >ofo n ni > e t inoufOpifognindMnyanaiytttJoc*(OiMMet30Ctcopic»«f wM Opw oon. neaacktmefcnawifpou 
want forfoerdetailt abort foe *M»«ndcariypos. ■ 

Peter pRscMt 

PersMolFfiiMacfatPtanBiBg 

KPMGlXF 

nme7l»I»-32I3 

Fac7)34i9-2040 

cma: ffnaeMi9l9af xMt 
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new 


From: 

StnU 

To: 

Subj^Kt: 


Napier. Ang« 

Tuesday. July 20. 1993 7.4411 AM 

EttOieetJe^A 

FWbrowotwood 


*~-0«9n«i McusW— 

e»*: Gnr-U^-fUUKiH 

Sms T»**aiy. **! ». ISM Wa< m 

Tg - NlMr.angm 


•ssumt more B&W epnioos 10 foltow 


s us^juSj 


I • BAW epAon. We do eus and twy 


O'^.Mit-IULeQH 

. _ s>AA|f.aM*aa.««ns>aM4 

Tk &scM>K.MNvA 


Mwtidiropiniormttara been d «i > w a j iel«e opts bMMdSom? 
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Internal 



Revenue 



Bulletin No. 2000-36 
September 5, 2000 


HIGHLIGHTS 
OF THIS ISSUE 

These synopses are intended only as aids to the reader in 
identi^g the nd}Ject matter covered. They may not be 
relied upon as autnoritative interpretations. 

INCOME TAX 

Rev. Rul. 200CM1, page 248. 

Federal rates; adjusted federal rates; adjusted 
federal long-term rate, and the long-term ex- 
empt rate. For purposes of sections 1274, 1288, 382, 
and o0ier sections of the Code, tables set forth the rates for 
September 2000. 

T.D. 8896, page 249, 

REG-103735-00; REG-110311-98; 
REG-103736<00, page 258. 

Proposed and temporary regulations modify the disclosure, 
registraticm, and list maintenance requirements relating to tax 
shelters under sections 6011, 6111, and 6112 of the Code. 

T.D. 8897, page 234. 

Final regulations under section 263A of the Code provide 
guidance relating to the application of the uniform capital- 
ization mles to property produced in the trade or business 
of farming. Notices 87-76, 88-24, and 88-86 (section V) 
obsolete. 

[Notice 200(M«4. page 255] 

Tax avoidance using artificially high basis. 
Taxpayers and tiielr representatives are alerted that the pur- 
ported losses arising horn certain fypes of transactions are 
not pri^erly allowable for federal income tax purposes. Also, 
the Service may impose penalties on participants in these 
ttansactions or, as applicable, on persons who participate in 
promoting or reporting these transactions. 

Notice 2000-45, page 256. 

Capitalization; business expenses; farmers. This no- 
tice provides guidance to taxpayers engaged in the trade 


or business of farming in determining whether a plant has 
a preproductive period in excess of 2 years for purposes 
of section 263A{d) of the Code. 

Rev. Proc. 2000-33, page 257. 

Acquisition of corporate debt. This procedure prowdes 
guidance on whetiier an acquisition of corporate debt by a 
beneficiary of the decedent creditor's estate or by a bene- 
ftciary of a revocable trust that became Irrevocable upon 
the creditor's death is a direct acquisition within the mean- 
ing of section 1.108-2(b) of the regulations. 

EMPLOYEE PLANS 

Announcement 2000-77, page 260. 

This announcement provides guidance on the types of r^an 
amendments ftat may be needed to obtain a fawrei>te deter- 
mination letter for volume submitter plan appRcations. 

ADMINISTRATIVE 

T.D. 8896, page 249. 

REG-103735-00; REG-110311-98; 
REG-103736-00, page 258. 

Proposed and tempc^ary regulations modify the disclosure, 
registration, and fist maintenance requirements relating to tax 
shelters under sections 6011 , 611 1 , and 61 12 of the Code. 

Announcement 2000-76, page 260. 

The Service expects to post planned changes to the 2001 
Forms W-2 and W-3 on the IRS web site by mid-October 
2000. Earlier drafts are being modified in response to 
public comments. 


Rnding Lists begin on page 11. 

Announcement of tHsbarments and Suspensions begins on page 262. 
index for August begins on page iv. 


Department of the Treasury 
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Part III. Administrative, Procedural, and Miscellaneous 


Tax Avoidance Using Artificially 
High Basis 

Notice 2000-jl4! 

In Notice 99-59, 1999-52 I.R.B, 761, 
the Internal Revenue Service and the 
Treasury Department described certain 
transactions that were being marketed to 
taxpayers for the purpose of generating 
artificiai tax losses. Tins notice concerns 
other similar transactions that purport to 
generate tax losses for taxpayer. 

As stated in Notice 99-59, a loss is al- 
lowable as a deduction for federal income 
tax purposes only if it is bona fide and re- 
flects actual economic consequences. An 
artifidal loss lacking economic substance 
is not allowable. Sw ACM Partnership v. 
Commissioner, 157 F.3d 231, 252 (3d Cir. 
1998), cert, denied, 526 U.S. 1017 (1999) 
(“Tax losses such as these . . . which do 
not correspond to any actual economic 
losses, do not constitute the type of ‘bona 
fide’ losses that are deductible under the 
Internal Revenue Code and regula- 
tions.”); Scully V. United States, 840 F.2d 
478, 486 (7th Cir. 1988) (to be deductible, 
a loss must be a “genuine economic 
loss”); Shoenberg v. Commissioner, 77 
F.2d 446, 448 (8th Cir. 1935) (to be de- 
ductible, a loss must be “actual and real”); 
§ 1.165-l(b) of the Income Tax Regula- 
tions (“Only a bona fide loss is allowable. 
Substance and not mere form shall govern 
in dettrmining a deductible loss.”). 

Notice 99-59 describes an arrangement 
that purported to give rise to deductible 
losses on disposition of stock by applying 
the rules relating to distributions of en- 
cumbered property to shareholders in 
order to create artifici^y high basis in the 
stock. Ihe Service and the IVeasury have 
become aware of similar arrangements 
that have been designed to produce 
noneconomic tax losses on the disposition 
of partnership interests. These arrange- 
ments purport to give taxpayers artificially 
high basis in partnership interests and 
thereby give rise to deductible losses on 
disposition of diose partnership interests. 

One variation involves a taxpayer’s 
borrowing at a premium and a partner- 
ship’s subsequent assumption of that in- 
debtedness. As an example of this varia- 
tion, a taxpayer may receive $3,(X)0X in 


cash from a lender under a loan agree- 
ment drat provides for an inflated stated 
rate of interest and a stated principal 
amount of only $2,0(X)X. The taxpayer 
contributes dte $3,000X to a partnership, 
and the partnership assumes the indebted- 
ness. The partnership thereafter engages 
in investment actitdties. At a later time, 
the taxpayer selU the partnmtup interest. 

Under the position advanced by the 
promoters of this arrangement, the tax- 
payer claims that only the stated principal 
amount of the indelMedness, $2,(K)0X in 
this example, is considered a liability as- 
sumed by the partnership that is treated as 
a distribution of money to the taxpayer 
that reduces the basis of the taxpayer’s 
partnership interest under § 752 of the In- 
ternal Revenue Code. Therefore, disre- 
garding any additional amounts the tax- 
payer may contribute to the partnership, 
transaction costs, and any income realized 
or expenses incurred at the partnership 
level, the taxpayer purports to have a 
basis in the partnership interest equal lo 
the excess of the cash contributed over the 
stated principal amount of the indebted- 
ness, even though the taxpayer's net eco- 
nomic outlay to acquire the partnership 
interest and the value of the partnership 
interest are n<»nina! or zero. In this ex- 
ample, the taxpayer purports to have a 
basis in the partnership interest of 
$1,OOOX (the excess of the cash con- 
tributed ($3,000X) over the stated princi- 
pal amount of the indebtedness 
($2,000X)). On disposition of the part- 
nenhip interea, the taxpayer claims a tax 
loss with respect to that basis amount, 
even chough the taxpayer has incurred no 
corresponding economic loss. 

In another variation, a taxpayer pur- 
chases and writes options and purports to 
create substantial positive basis in a part- 
nership interest by transferring those op- 
tion positions to a partnership. For exam- 
ple, a taxpayer might purchase call 
options for a cost of $1 ,OOOX and simulta- 
neously write offsetting call options, with 
a slightly higher strike price but the same 
expiration date, for a premium of slightly 
Jess than $I,000X. TTiose option posi- 
tions are then transferred to a partnership 
which, using additional amounts con- 
tributed to the partnership, may engage in 
investment at^ivities. 


Under the position advanced by the 
promoters of this arrangement, the tax- 
payer claims that the basis in the tax- 
payer’s partnership interest is increased 
by the cost of the purchased call options 
but is not reduced under § 752 as a result 
of the partnership's assumption of the tax- 
payer’s obligation with respect to the 
written call options. Therefore, disre- 
garding additional amounts cemtributed to 
the partnership, transaction costs, and any 
income realized and expenses incurred at 
tile partnership level, the taxpayer pur- 
ports to have a basis in die partnership in- 
terest equal to the cost of the purchased 
call options ($1,0()0X in this example), 
even though the taxpayer’s net economic 
outlay to acquire the partnership interest 
and the value of the partnership interest 
are nominal or zero. On the disposition of 
the partnership interest, the taxpayer 
claims a tax loss ($1,{)00X in this exam- 
ple), even though the taxpayer has in- 
curred no c<»Tesponding economic loss. 

The purported losses resulting from the 
transactions described above do not repre- 
sent bona fide losses reflecting actual eco- 
nomic consequences as required for pur- 
poses of § I6S. The purported losses 
from these transactions (and from any 
similar arrangements designed to produce 
noneconomic tax losses by artificially 
overstating basis in partnership interests) 
are not allowable as deductions for fed- 
eral income tax purposes. The purported 
tax benefits fiom ttese transactions may 
also be subject to disallowance under 
other provisions of the Code and regula- 
tions. In particular, the transactions may 
be subject to challenge under § 752, or 
under 1 1.701-2 or other anti-abuse rules. 
In addition, in the case of individuals, 
these transactions may be subject to chal- 
lenge under § 165(c)(2). See Fox V. Com- 
missioner, 82T.C. 1001 (1984). Further- 
more, tax losses from similar transactions 
designed to produce noneconomic tax 
losses by artificially overstating basis in 
corporate stock or other property are not 
allowable as deductions for federal in- 
come tax purposes. 

Appropriate penalties may be imposed 
on participants in these transactions or, as 
applicable, on persons who participate in 
the promotion or reporting of these trans- 
actions, including the accuracy-related 
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penalty under § 6662, the return preparer 
penalty under § 6694, the promoter 
penalty under § 6700, and the aiding and 
abetting penalty under § 6701. 

Transactions that are the same as or 
substantiaUy similar to the transactions de- 
scribed in this Notice 2000-44 are identi- 
fied as “listed transactions” for the pur- 
poses of § 1.601 l-4T(b)(2) of the 
Temporary Income Tzx Regulations and 
§ 301.6111- 2T(b)(2) of the Temporary 
Procedure and Administration Regula- 
tions. See also § 301.6112-IT, A-4. It 
should be ntHed that, independent of their 
classification as “listed transactions” for 
purposes of |§ 1.60Il-4T{b)(2) and 
301.6111-2T(b)(2), the transactions de- 
scribed in this Notice 2000-44 may al- 
ready be subject to the tax shelter registra- 
tion and list maintenance requirements of 
§§ 6111 and 61 12 under the regulations is- 
sued in February 2000 (§| 301.6U1-2T 
and 301.6!i2~lT, A-4), as well as the reg- 
ulations issued in 1984 and amended in 
1986 (§§ 30I.6in-lT and 301.6112-lT, 
A-3). Persons required to register these 
tax shelters who have failed to register the 
shelters may be subject to the penalty 
under | 6707(a) and to the penalty under 
§ 6708(a) if the requirements of § 6112 are 
not satisfied. 

In addition, the Service and the Treasury 
have learned that certain persons who have 
promoted participation in transactions de- 
scribed in this notice have encouraged in- 
dividual taxpayer to participate in such 
transactions in a mann^ designed to avoid 
the reporting of large capital gains from 
unrelated transactions on their individual 
income tax returns (Form 1040). Certain 
promoters have recommended that taxpay- 
ers paiticipate in these transactions through 
grantor trusts and use the same grantor 
trusts as vehicles to realize the capital 
gains. Farther, aldiough each separate cap- 
ital gain ^ I<MS attributable to a portion 
of a trust that is treated as owned by a 
grantor under the grantor trust provisions 
of the Co<fc (§ 671 and following) is prop- 
erly reported as a separate item on the 
grantor's individual incemie tax return (see 
§ 1.67i-2{c) and the Instnictions to Voim 
1041, U.S. Income Tax Rehmi for Estates 
and Iriists), the Service and the Treasury 
understand that these promoters have ad- 
vised that die capital gains and losses fram 
these transactions may be netted, so that 
only a small net capital gain or loss b re- 


ported on the taxi»ya‘*s uriividual income 
tax return, in addititm h> other penalties, 
any person who willfully conceals the 
amount of capital gains and losses in this 
manner, or who wSlfnlly couiBeis or ad- 
vises such concealment, may be guilty of a 
criminal offense under §§ 7201, 7203, 
7206, or 7212(a) or other provisions of 
federal law. 

The princ4>al authors of this notice are 
David A. Shulman of die Offio; of Asso- 
ciate Chief Counsel (Passthroughs and 
Special Industries) and Victoria S. Bal- 
acek of the Office of Associate Chief 
Counsel (Financial Instruments and Prod- 
ucts). For farther information regarding 
this nt^ce, contact Mr. Shulman at (202) 
622-3080 or Ms. Balacek at (202) 622- 
3930 (not toll free caUs). 


List of Plants, Grown in 
Commercial Quantities in the 
United States, Having a 
Preproductive Period in Excess 
of Two Years Based on the 
Nationwide Weighted Average 
Preproductive Period for Such 
Plant 

Notice 2000-45 

PURPOSE 

This notice provides guidance to tax- 
payers engaged in the trade or business of 
farming in determining whether a plant 
has a preproductive period in excess of 2 
years for purposes of § 263A(d) of the In- 
ternal Revenue Code. This guidance is 
derived from the nationwide weighted av- 
erage preproductive period for various 
plants grown in commercial quantities in 
the United States. 

BACKGROUND 

Section 263A requires generally that the 
direct costs and an allocable share of indi- 
rect costs of real or tangible peraonal prop- 
erty produced by a taxpayer be capitalized. 
Under § 263A, taxpayers generally are re- 
quired to capitalize the costs of producing 
property in a farming business (including 
animals and plants witiiout regard to the 
length of their preproductive period). 

Sections 263A(d) and (e) set forth spe- 
cial rules for property produced in the 


trade or business of farming. Under 
§ 263A(d)(l) and § 1 .263A--I(a)(2) of the 
Income Tax Regulations, taxpayers nei- 
ther required by § 447 to use an accrual 
method nor prohibited by § 448(a)(3) 
from using the cash method (“qualified 
taxpayers”) are not required to capitalize 
the costs of producing plants that have a 
preproductive period of 2 years or less or 
animals. In addition, under § 263A(dX3) 
and I 1.263A-4(d), a qualified taxpayer 
may elect to have § 263A not apply to the 
cost of producing plants in a farming 
business. Thus, unless an election is 
made to have § 263A nert apply in accor- 
dance with § 263A(d)(3). qualified tax- 
payer generally are required to capitalize 
the costs of producing plants that have a 
preproductive period in excess of 2 years. 

Section 263A(c)(3)(B) and | 1.263A- 
4<bX2Xi)(B) provide ttiat, for purposes of 
determining whether a plant has a prepro- 
ductivc period in excess of 2 years, the prc- 
productive period of plants gx)wn in com- 
mercial quantities in the United States must 
be based on the nationvride weighted aver- 
age preproductive period for such plants. 
The legislative history of § 263A explains 
that Congress expected the Trcasmy De- 
partment to periodically publish a li^ of the 
preproductive periods of various plants 
based on the nationwide weighted av^ges 
for such plants. See H.R. Rep. No. 426, 99* 
Cong., 1“ Sess. 628 (1985), 1986-3 (Vol 2) 
C3. 628. A proposed list was included in 
the preamble of the proposed f 1.263 A-4 
regulations (62 FR 44542). The Internal 
Revenue Service and IVeasuiy Department 
received attd considered comment le(t«a re- 
lating to this proposed list. 

Based upon information provided by 
the United States Department of Agricul- 
ture, the Service Treasury Department 
have determined that plants producing the 
following crops or yields have a nation- 
wide weighted average preproductive pe- 
riod in excess of 2 years; 
almonds, apples, apricots, avocados, 
blackberries, blueberries, cherries, 
chestnuts, cofiee beans, currants, dates, 
figs, grapefruit, grapes, guavas, ki- 
wifruit, kumquats, lemons, limes, 
macadamia nuts, mangoes, nectarines, 
olives, oranges, papayas, peaches, 
pears, pecans, persimmons, pistachio 
nuts, plums, pomegranates, prunes, 
raspberries, tangelos, tangerines, tan- 
gors, and walnuts. 


September 5, 2000 
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PFP Practice Reorganization 

Innovative Strategies Business Plan— DRAFT (May 1 8, 2001) 

History 

Before looking forward to fee proposed operating structure and business plan for fiscal year 2002, it 
might be helpful to look back at tlw relatively brief history of the Capital Transaction Sovices 
(CaTS) jaractice, which was later roiamed fee Innovative Strategies (IS) practice. In 1997 Gregg 
Ritchie formed CaTS aioimd fee Fomgn Leveraged Investment Program (FLIP) capital loss 
strategy. The initial mvenue goal was $4 million and fee practice deliver^l $1 1 million in fiscal *98. 

After calendarl997, DPP retired the FLIP strategy leaving Ritchie (before his 1998 retirement from 
fee Firm), Randy Bickham and Jeff Eischeid to devise a replacement capital loss strategy, fee 
OfMiore Portfolio Investment Strategy (OPIS). The fiscal *99 IS revenue goal was $1 8 million and 
fee i^ctice delivered $28 million. The practice’s success was largely attributable to OPIS rercnue 
generated in calendar *98. 

After calendar 1998, DPP rethed fee OPIS strategy leaving Bickham, Eischeid and Marie Watson 
(WNT) to devise a replacement strategy, the Bond Linked Issue Premium Structure (BLIPS). The 
fiscal *00 IS revenue goal was $38 million and fee practice delivered $52 million (without accruals). 
Again, fee suo:ess was largely attributable to a sin^e strategy, BLIPS. It is noteworthy that the 
strategy was very flexible in that it generated cither capital or ordinary losses (or both). 

Afto' calendar 1 999, DPP retired the BLIPS strategy leaving Eischeid to devise a replacement 
strategy. At that tim^ we decided to approach the market in two segments. First, we atten^ted to 
market a boutique arranger’s strategy on a “program** basis without a KPMG MLTN opinion. In 
this r^ard we selected the Short Option Strategy (SOS) offered by both Presidio and Helios. 

Sax>nd, we attonpted to develop and market a “customized solution” approach to the upper rad of 
the market where deal sizes typically exceed $100 imllion and KPMG fees typically exceed $1 
million. 

The fiscal *01 IS revenue goal was $38 million and thepractice has delivered $16 million throu^ 
period 10. The shortfall from plan is primarily attributable to the August 2000 issuance of Notice 
2000-44. This Notice specifie^y described both the retired BLIPS strategy and the then current 
SOS strategy. Accordingly, we made fee business decisions to stop fee implementation of “sold** 
SOS transactions and to stay out of the “loss generaW* business for an appropriate period of time. 

In addition, it is noteworthy feat the softemng in the overall economy (c.g. the decline in new IPO’s, 
fee devaluation of technology stock valuations, etc.) adversely effected our ability to broadly sell our 
Mon^ization Tax Advisory Services suite of solutions. 
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Definition & Focus 

The Innovative Strategies practice has grown to lo<^e3y encon^ass any *Sfalue-added” strategy or 
idea offered to individual clients by the PFP practice. These strategies vary widely from income tax 
strategies to estate and gift tax strat^es and philanthropic strategies. Going forward, the practice 
will narrow its focus to those strategies meeting the Tax Innovation Center definition of “sohitfon” 
and to thc^e strategies for which a national deploymex^ group is ai^ropriate. 

Current solution offerings meting this definition include Mondization Tax AdviK)ry Service and 
Leveraged Private Split Dollar. The Innovative Strategies lab has several oth^ strate^es under 
development and/or review that would significantly e7q>and the practice’s revenue g^eration 
potential. 

The first of these is a ^in mitigation solution, POPS. Judging fix>m the Firm’s historic success in 
generating revenue fiom this type of solution, a significant market opportunity obviously exists. We 
imve con^leted the solution’s technical review and have almost finalized the rationale for not 
registering POPS as a tax shelter. The last significant hurdle in aggressively taking the solution to 
market imp^iiment will likely be obtaining a commitment firom tax leadership to re-enter the 
individual “loss generator” business. 

A secoi^ near-term opportunity is for a conversion trmisaction - a strategy that halves the taxpayer’s 
effective tax rate by effwtively converting ordinary incon^ to long term capital gain. We haye 
nearly con^leted todmical review of such a solution sponsored by European American Investment 
Group. The most significant open issue is tax shelta* registration and the impact registration will 
have on the solution. 

Finally, there is a significant opportunity with respect to tax advantaged investment products. For 
example, the Bigelow/Presidio municipal bond offering promises the oppextunity to double the tax 
exempt yield on municipal bond investments with a small increase in interest rate risk. Another 
example we are actively pursuing is the opportunity in the domestic and foreign private placonent 
life insurance markets to create significant income tax deferrals on portfolio income. The primary 
inpedimeot remaining in these solutions to market are the SEC broker dealer issues. 

Market Approach 

The Innovative Strategies practice has done a good job go^erally up-scaling its solutions and client 
base. Accordingly, it has largely modified its market approach from a “program trade” approach to 
a “customizni solution” approach. The Innovative Strategies team positions itself as a client 
advocate/advisor in helping the client understand the market place opportunities and devise a 
portfolio of tax advantaged solutions that meet the client’s various personal financial objectives. 
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These solutions are both KPMG defveloped solutions where KPMG is willing to write at least a mcffe 
likely than not opinion and third party solutions where KPMG has determined that it is willing to 
sign client’s tax returns and where another tax advisewr (usually a nationally recognized law firm) is 
willing to write the tax cpinion for the cUent 

Market Ihmamics 

As previously m^tioDed, the softening in the US economy has slowed wealth creation. There are 
fewer monetization/gain recognition opportunities, particularly as investors await a rebound in share 
values, in addition, there been a significant increase in the regulation of **tax shelters”. Not only 

is this regulatcuy activity danpening market appetite, it is changing the structural rrature of the 
underlying strategies. Spedfically, taxpayers are having to put more money at ri^ for a longer 
]^od of time in order to inprov^ the business purpose ecoiK)mic substance ar^iments. All things 
considered, it is more difficult today to clc»e tax advantaged transactions. Nevertheless, we believe 
that tl:^ hmo^tive Str^egies practice is a sustainable busitress opportunity with significant gmwth 
opportunity. 

Business Plan - Specific Metrics 

The Innoyative Strategies practice should be oqpected to generate $27 million of revenue in fiscal 
’02. This revenue would ^ derived from both our existing solutions as well as those solutions 
identified above that we reasonably expect to receive ^roval to market in the near tmn. 
Specifically; 

■ Monetizafion Tax Advisory Services $5 milli(Hi 

■ LevongedPri^^te Split Dollar SShullion 

■ POPS (assuming approval) $12trulllotr 

■ Conversion trade (assuming approval) $5mUiion 

This revenue is inclusive of any revenue allocated to c^herKPMG practices to “compensate” them 
for their development or inrplementation assistance. Contribution margin should equal, or somewhat 
exceed, the tax practice iK>na Assuming the team composition described below, the planned 
revenue per partner would be S3 million aiki the planned contribution per partner would equal or 
exceed $1 .5 miUioa 

These arc very aggressive goals given the current regulatory and economic envirwunent. This is 
particularly true in that the bulk of the plaimed revenue is derived from solutions that are not yet 
approved for distribution. 
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Team Composition 

The Innovative Strategies team will be con^xised of a grotq) of partners geographically dispersed 
a(m)ss the US, Specifically, we prc^se; 


M Midwest David Zaudtke (Minneapolis) 

■ Northeast Tim Speiss (New Yoric) 

■ Southeast Trade Henderson (Atlanta) 

Jeff Eischdd (Atlanta) - Team Leader 


■ Southwest Carol Warlt^ (Houston) 

■ West Dale Baumann (Mtn. View) 


Deke Caibo ^tn. View) 

Randy Bickham (San Francisco) 

Carl Hasting (Warner Crater) 

There is an obvious wd^ting of team resources on the West coast which has the best market 
opportunities and which has traditionally accounted for a very significant portion of the innovative 
strategies revenue. It will be necessary to work rat a transition plan with the AMI^ and the BUPlCs 
to quickly transition these partners" client service re^nsibilities to other partners and TMDs. 


Operating Structure 

The Innovative Strategics practice will be part of the personal finandal planning practice. We 
understand that this sq)arate national practice will be of the non-core federal tax practice much 

like the Stratecon practice. 
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new 


From: Slein, JeK 

Sent: Tuesday. May 11. 1999 10:30 PM 

To: DeLap, Larry; Lanning, John T 

Subject: RE- BLIPS Update 


Sensitivity: Private 


—Original Message — 


From: 

Sent: 


Si^Ject: 

lmport»tce: 

Sensitivity: 


DeCap. Lany 

Tuesday. May 1 1 , 1 999 1 1 SO PM 

Lanning, Jtrfm T 

Stein, Jeff 

FW: K-IPS Update 

High 

Private 


John - 

Let’s discuss, in person on Wednesday if Qiere is time, or by telephone on Thursday. 


Lany 

— Oflgh^al Me^ge — 

From: tWatson, Marts T 

Sent: Tuesday, May 1 1. 1^9 6:39 PM 

To: DeLap, Lany 

Subject: RE: BLIPS Update 

Lany, I don't like this product and would prefer not to be associated with it However, if the additional representations 
I sent to Randy on May 9 and May 10 are in fact made, based ort Phil Wiesner's and Richard Smith's input. I can 
reluctantly live with a more-likely-than-not opinion beirrg issued for the product. 

— Ori^rral Message — 

From: DeLap, Unry 
Sent: Mc^tday, May 10, 1999 11:19PM 

To: MartcWatscA 

Subject: FW: BLIPS Update 

It'S not entirety clear to me v^at this means. The essential question in my mind still is whether you are comfortable 
with a more-likely-than-not opinion on this product 

— — Origirwl Message — 

From: Wiesner, Philip J 

Sent: Monday, May 10. 19995:24 PM 

To: Ltppman, Michaei H; DeLap, Larry; Rosenthal. Steven M; &n3th. Richard H (WNT); Watson, Mark T 

Ce: Ammennan. Douglas K; Lanning. Jcdvi T; St^, Jeff; Eischeld. Jeftrey A 

Subject: BLIPS Update 

The group of Wiesner. R Smith, Watson and Rosenthal met this afternoon to bring closure to tfte remarntng 
technical tax issues concerning the BLIPS transactioa After a thorough discussion of the profit motive and who is 
tfte borrower issue, recommerxlalions for additional representations were made (Mark Watson to follow up on with 
Jeff Eischeid) and the decision by WNT to proceed on a more likely tiian not basts affinned. Concern was again 
e)q)ressed that the crlticat juncture will be at the time of the real tax opinion when the investor, bank and 
Presidio will be asked to sign tiie appropriate representations. Finally, H should be noted tiiat Steve Rosenthal 
expressed his dissent on the is the investor issue, to wiL 'although reasonable people could reach an 
opposite result, he could not reach a more likely tiian rK>t opinion on that issue.' 
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[" ' Message8071 ] 

I Siibject:jlFW: Weekj^Tax Elutions Call ~ 

j Froni^lHei^WendyT i^S-Tax) 

r" ' D^|l 2/22/2Q00 8:17:20 AM — — ^ 

j~~ To : jfst5n,leff (US ice Chairman) ~ ~ | 

j Message Body . 


hminm.... not good. 

Original Message 

From: Springer, Mark A 

Sent: Friday, December 22, 2000 10:15 AM 

To: DeLap, Larry; Weber, Elizabeth J; Klein, Wendy (NSS-Tax) 

Cc: Gremminger, Steven L; Brodcway, David H; Smith, Richard H (WNT); Cvach, Gary Q; Peters, Marsha F 
Subject: RE: Weekly Tax Solutions Call 


Larry -- OK 

LizWendy -- Wewill take 40 l(k)Accel off the revisit list for the 1/8/01 call. 
Mark 


Original Message 

From: DeLap, Larry 

Sent: Thursday, December 21, 2000 7:19 PM 
To: Springer, Mark A 

Cc: Gremminger, Steven L; Brockway, David H; Smith, Richard H (WNT); Cvach, Gary Q 
Subject: RE: Weddy Tax Solutions Call 

The latter. 

Original Message — 

From: Springer, Mark A 

Sent: Thursday, December 2 1 , 2000 1 :25 PM 

To: DeLap, Larry 

Cc: Gremminger, Steven L; Brockway, David H; Smith, Richard H (WNT); Cvach, Gary Q 
Subject: RE: Weekly Tax Solutions Call 


Lany ~ Arc you suggesting that we stop marketing the solution, or that you just don’t want a public discussion of 
the solution in light of the IRS focus? 

Mark 

Original Message 

From: DeLap, Larry 

Sent: 'HiuTsday, December21, 2000 3:19 PM 
To: Mark Springer (E-mail) 

Cc: Steven Gremminger (E-mail); David Brockway (E-mail); Richard Smith (E-mail); Gary Cvach (E-mail) 
Subject: FW: Weekly Tax Solutions Call 
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In light of a recent information request received from the IRS, it may be advisable to remove 40 1 kAccelPlus from 
the January 8 call. 


Larry 

Original Message 

From; POSTMASTER-US 

Sent: Thursday, December 21, 2000 8:53 AM 

Subject: WeeWy Tax Solutions Call 


I Tax Solutions Conference Call 
Monday, December 25, 2000 
& 

Monday, January 1, 2001 
No Call Scheduled 


Below is the confirmed list of schedul«l solution revisits: 
January 8 

Benefits.Prq) (TSA 01-0^ 

401kAccelP}us (TSA 01 -02) 

Fee-Deferral Strategy (CARDS 2000) (TSA 01 -08) 
Rescission Strategy 

January 15 

Pollution Control Initiative (TSA 99-28) 

Strategic Timing of Assignment Remuneration (TSA 01 -01 ) 
Expatriate Cost Minimization (TSA 00-16) 

Stock Like-Kind Exchange (TSA 01-05) 

Tax Account Analysis Review Program (TSA 98-01) 

January 22 

e-Procurement Tax Solutions (TSA 01-04) 

Tax Portal (TSA 01-03) 

Net Ventures Tax Siute (TSA 00-31) 

January 29 

S-Corporation Charitable Contribution Strategy (TSA 00-28) 
Tax Accounting Strategies (TSA 00-18) 
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j Outlook Header Inforniiation 

I Conversation Topic: Weekly Tax Solutions Call 

Subject: FW: Weekly Tax Solutions Call 
From: Klein, Wendy (NSS-Tax) 

Sender Name: Klein, Wendy (NSS-Tax) 

To: Stein, Jeff (US/Vice Chairman) 

Delivery Time: 12/22/2000 8:17:20 AM 
Creation Time: 1 2/22/2000 8: 17:20 AM 
Modification Time: 12/22/2000 8:17:21 AM 
Submit Time; 12/22/2000 8:17:21 AM 
Importance: 121 
Priority: 120 
jSensitivity: 120 
[Flags: 121 

Isize: 126536 
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Sequential 

From: 

Nelson, Dennis G [cineison@KPMG.com] 

Sent: 

Wednesday. ;^rit 28. 1999 9:1 1 PM 

To: 

DeLap, Larry 

Subject: 

RE; BLIPS 

Larry 



Sorry for the delay in my response I was on vacation for a couple days and 
then working on the hard close. I have looked over Che materials and would 
not characterize the investment as an investment in a hedge fund per se. 
However I have seen where a money manager will structure an investment 
partnership to manage only one clients fiinds and as a part of that 
arrangement take a performance allocation from the partnership (minimizing 
Section 212 limitation issues for part of the managers “fee”). Mark 
Harrison in San Fran has a client with several such arrangements and I don't 
know if they have any restrictions on the client pulling out his funds. 

In the hedge fund world (as opposed to private equity or venture capital 
funds) there is more liquidity provided for the investors since generally 
the investments are marketable securities. Some funds will start with the 
requirement of a one year "lock-up" on the investors funds so that the 
manager has a chance to work his strategy and \intil July of 1998 the 
regulations under Investment Advisors Act of 1940 prevented registered 
investment advisors from taking a performance allocation unless the 
performance covered a period of at least one year. After the changes to 
these regulations there is less of a need for these lock ups in order to 
collect a performance fee however money managers are always concerned about 
"hot" money and what it can do to their track record if withdrawn at an 
inopportune time and may still consider imposing a lock up of some sort. 

From the standpoint of how often Hedge funds allow their partners to 
withdraw funds I would say the most prevalent is quarterly followed by 
yearly and then monthly. I would also say that although quarterly is 
prevalent they are fairly evenly distributed between the quarterly, yearly 
and monthly redemption options from my experience. 

I would also say that 1 don't think a money manager would start a hedge fund 
if he thought all of his clients would pull out after 60 or 120 days since 
there is no guarantee that they would recover their start up costs over such 
a short time frame unless they charged, those start up costs to the fund or 
they new the net assets were going to be so huge that the management fee 
(usually 1 to 2%) during this period of time would cove them and give them a 
profit. Also, is there a performance allocation to the manager that would 
motivate him to give it a go for potentially such a short period? 


Hope this helps your analysis. 

Dennis G. Nelson 
Tax Partner 
KPMG LLP 

4200 Norwest Center, Minneapolis. MN 55402-3900 

Telephone: (612) 305-5435 Fax: (612) 305-5042 e-mail: dnelson®kpmg.com 


The information in this email is confidential and may be legally privileged. 

It is intended solely for the addressee. Access to this email by anyone else 
is unauthorized. 

If you are not the intended recipient, any disclosure, copying, distribution 
or any action taken or omitted to be taken in reliance on it, is prohibited 
and may be xinlawful. When addressed to our clients any opinions or advice 
contained in this email are subject to the terms and conditions expressed in 
the governing KPMG client engagement letter. 
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Original Message 

From; DeLap, Larry 

Sent; Thursday, April 22, 1999 9:59 PM 

To; Nelson, Dennis G 
Subject: BLIPS 

<< File: BLIPS0308.doc >> << File: Blips investment strategy (8). doc >> 

Dennis - 


> Please see attached writeups. The underlying tax planning is such that the 

> investor is likely to bail out after Stage 1; i.e., after about 60 days. 

> 

> According to the product developer, "The ability to exit the investment 

> partnership at periodic intervals is consistent with most hedge fund 

> investment programs". I don’t know is this is a hedge fund to begin with. 

> If it is, is an ability to exit at the end of 60 days, 180 days, or 7 

> years "consistent with most hedge fund investment programs". 

> 

> Larry 
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Unknown 


From: 

Sent: 

To; 

Cc: 

Subject: 


Manth, Larry E Ilmanth@KF^G.c«n] 

Monday, March 27. 2000 11:58 AM 

DeLap, Larry; GafbreaUi, RtiHip L 

Springer, Mark A; Smith, Wchaixi H (Vice Char-Tax) 

RE: S'ccrp Product 


Larry, regarding your below message, I definately agree on disclosing the risks upfront 
and would prefer to have the separate memo that states the risks involved. Do you have 
standard language we can use for the engagement letter? We can begin to put together the 
risk memo. Also, is there a way to make the risk memo be covered under 7525? 

Thanks, 


Larry 


> Original Message 

> From: DeLap, Larry 

> Sent: Monday, March 27, 2000 6:37 AM 

> To: Manth, Larr-y E; Galbreath, Phillip L 

> Cc: Springer, Mark A; Smith, Biohard H (WWT) 

> Subject: RE: S-corp Product 

> 

> Larry - 

> 

> No, we don't disclose all risks in all engagement letters. However, 

> where there is a significant dovmside, as with this strategy, it is 

> important that the downside risk be disclosed. If the risk has been 

> disclosed and the IRS is successful in a challenge, the client can’t' 

> maintain he was bushwhacked because he wasn't informed of the risk. If 

> the risk has been disclosed, the client would have a difficult time 

> maintaining we had been grossly negligent with our advice. 

> 

>. We probably should also make sure penalty issues have been discussed 

> with* the client. We could do that by providing a memprandura similar to 

> the attachment. 


> « File: T IDVPEN.DOC » 

> “ 

> We could have a statement in the engagement letter that the client 

> acknowledges receipt of a memorandom concerning risks associated with 

> the strategy, then cover the double taxation risk and penalty riSkS" 

> (and other relevant risks) in that separate memorandum. Depending on 

> how one interprets section 7525(b), such a memorandum arguably 

> qualifies for the federal confidential communications privilege under 

> section 7525 (a). In any case, the technical risks will be discussed in 

> our opinion letter. I'd think it advisable that the client not learn 

> first learn of those risks after he has already contributed stock to 

> the pension plan. 

> 

> Larry 


> Original Message 

> From: Manth, Larry E 

> Sent: Saturday, March 25, 2000 7:58 AM 

> To: DeLap, Larry; Galbreath, Phillip L 

> Cc: Springer, Mark A; Smith, Richard H (WNT) 

> Subject: RE: S-corp Product 

> / . 

> Larry, regarding the below, since Bill Keliiher has said that he is 
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> ot a "should" opinion with respect to the S election, do we need to 

> disclose the risk in the engagement letter? Do we disclose all risks 

> in engagement letters? If we do, then we have about 10 - 12 that we 

> would need to disclose. Could we have an addendum that discloses 

> risks? If so, could the Service have access to that? Obviously the last thing we want 

> to do is provide the Service with a road map. 

> 

> Thanks, 

> 

> Larry 

> 

> Original Message 

> From: • DeLap, Larry 

> Sent: Friday, March 24, 2000 9:01 AM 

> To: Galbreath, Phillip L 

> Cc: Springer, Mark A; Manth, Larry E; Smith, Richard H 

> (WNT) 


> Subject: FW: S-corp Product 

> 

> On further thought, it seems to me that we need to explicitly 

> disclose the downside risk if the IRS disagreed with the "second class 

> of stock" arguments. 

> 

> After the paragraph about the basis of our conclusions, I think we 

> should add something like: 

> 

> The opinions we render will not be binding upon the Internal 

> Revenue Service, any other tax authority or any court, and no 

> assurance can be given that a position contrary to that expressed 

> therein will not be asserted by a tax authority and ultimately 

> sustained by a court. In particular, the Internal Revenue Service 

> might argue, and the courts might agree, that the non-voting stock 

> constitutes a second class of stock, thus invalidating the S 

> corporation election. In that event, the corporate earnings would be 

> subjected to tax the corporate level, and distributions to you would be subject to a 
second level of tax, 

> Under "Other Matters", I think we should add something like: 

> You acknowledge that you understand the strategy 

> involves risk, including the riskof disputes with the section 401(a) 

> pension plan concerning valuation or other matters relating .to the 

> stock contributed to it and the risk of double taxation should the 

> Internal Revenue Service successfully maintain that the transaction 

> terminated the S corporation election, and that you are prepared to 

> accept those risks. 

> 

> Larry 


Original Message 

From: DeLap, Larry 

Sent: Friday, March 24, 2000 7:12 AM 

To: Galbreath, Phillip L 

Cc: Springer, Mark A; Manth, Larry E; Smith, 

Subject: RE; S-corp Product 


« File: S-CAEPS_ENGAGE.DOC » 
See additional revisions attached. 


Original Message 

From: Galbreath, Phillip L 

Sent: Thursday, March 23, 2000 3:12 PM 
To: DeLap, Larry 


^ KPMG0016987 
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Richard H {WNT> 


Cc: Springer, Mark A; Manth, Larry E; Smith, 

Subject: RE: S-corp Product 


Attached is the S-CAEPS enagement letter which has 
been revised to incorporate your comments. Nancy Galib (member of the 
WNT TCS group) reviewed and provided comments which have been 
incorporated as well. Please review and provide me with any 
additional comments you have. Thanks. 

« File: S-CAEPS_ENGAGE.DOC » 

Phillip Gaibreath 
KPMG Tax Innovation Center 
Phone: 202.533.4162 
Fax: 202.533.4163 
MailTo: pgaibrea0kpmg.com 


Original Message 

From: DeLap, Larry 

Sent: Tuesday, March 21, 2000 7:57 PM 

To: ■ Gaibreath, Phillip L 

Cc: Springer, Mark A; Manth, Larry E 

Subject: FW: S-corp Product 


Phillip - 


> I think that the engagement letter needs to 

> explicitly state that the client needs to engage legal counsel to 

> advise on non-tax legal aspects of the transaction and to draft 

> required legal documents. 

> 

> I suggest you have the WNT TCS group look at the 

> letter to see if they have any suggestions to add a greater business 

> purpose/economic substance concern. 

> 

> My principal concern lies with how we introduce the 

> donee to the client, whether we may have an "alliance" relationship. 

> with the donee (particularly if a particular donee participates in.-’ 

> multiple transactions), and whether we should have some sort of 

> written agreement with the donee if deemed not to be an alliance. 

> Larry Manth can discuss those particular issues with me, but it seems 

> to me the Scope of Services should say something about how we help the 

> client select the donee. 


> fixed fee? 


In the absence of an ICV, how do we establish the 


> Presumably, a valuation will be needed to establish 

> the amount of the charitable contribution. Shouldn't engagement letter 

> say-something about need for a valuation? 

> 

> The "restriction on use" language needs to be 

> changed from "will not be provided" to "may not be relied upon". 


> Larry 

> 

> Original Message 

> From: Gaibreath, Phillip L 

> Sent: Monday, March 20, 2000 4:28 PM 

> To: DeLap, Larry 

> Subject: FW: S-corp Product 

> 

> Please see messages below. 1 know you are already- 

3 
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> aware of this strategy .and may have already reviewed some of the 

> related materials. 1 received and responded to questions raised by 

> Chris Gaier 

> (DPP-Assurance) last week. Based on the messages below, Larry Manth will 

> be sending the whitepaper and powerpoint presentation directly to you. 

> Attached below is the sample engagement letter. Please review and provide 

> me with your comments. At this point, there will be no Tax Solution Alert 

> or other toolkit documents. 

> 

> « File: S-CAEPS_ENGAGE.DOC » 

> 

> Phillip Galbreath 

> KPMG Tax Innovation Center 

> Phone: 202.533.4162 

> Fax: 202.533.4163 

> MailTorpgalbreaSkpmg.com 


Original Message 

From: Manth, Larry E 

Sent: Monday, March 20, 2000 5:08 PM 

To: Springer, Mark A; Galbreath, Phillip L 

Cc: Kelliher, William B; Smith, Richard H (WNT) ; 

Atkin, Andrew S; Duncan, Douglas P; Huber, Robert; Bailine, flichard W 
Subject: RE: S-corp Product 

Mark and Phillip, I believe that we have sent the engagement letter 
to Larry DeLap. Also, we do not plan on using an ICV letter. I 
believe the only missing item is the_powerpoint presentation. We are 
just about complete (1 still have not heard from the Southeast 
regarding a product champion) . We are working on an updated technical 
write-up covering the assignment of inccwie issues, changing the put 
arrangement (Richard Bailine), and deleting 501(c) (3) *s. Please let 
me know if we are ipissing anything. Thanks, Larry 

Original Message 

From: Springer, Mark A 

Sent: Monday, March 20, 2000 1:37 PM 
To: Manth, Larry E; Galbreath, Phillip L 

Cc: Kelliher, William B; Smith, Richard H (WNT); 


Atkin, Andrew S; Duncan, Douglas 
Subject: RE: 


P; Huber, Robert; Bailine, Richard W 
>-corp Product 


1 believe this leaves as the, only open item the 
assignment of income issues. 

Larry: Assume you are working directly w/ Mark 


> Philip: Are the other toolkit items (eng letter, 

> ICV letter)--ready to go to Larry DeLap w/ formal request for review 

> and approval to deploy the solution? 

> 

> Mark Springer 

> KPMG Tax Innovation Center 

> 202-533-3076 

> maspringerS kpmg . com 

> 

> --Original Message 

> From; Manth, Larry E 

> Sent: Monday, March 20, 2000 3:42 PM 

> To: Bailine, Richard W; Kelliher, William B 

> , Cc: Smith, Richard H (WNT); Springer, Mark A; 

> Atkin, Andrew S;' Duncan, Douglas P; Huber, Robert 

> Subject: RE: S-corp Product 

4 
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> Richard, we will send you a draft of a pledge for 

> your review, thanks, Larry 


> Manth, Larry E 


Original Message 

From: Bailine, Richard W 

Sent: Monday, March 20, 2000 12:40 PM 

To: Bailine, Richard W; Keiliher, William B; 

Cc: Smith, Richard H (WNT); Springer, Mark A 

Subject: RE: S-corp Product 


> Folks — One point I should have made clear. While I 

> have no problem with the timing of the shareholders funding of the 

> pledge being stretched out, one thing that can NOT happen is that the 

> funding can NOT be tied to, or contingent upon, the receipt of 

> distributions {or the existence of profits etc) from the S Corp. To do 

> so would simply resurrect all the issues we just eliminated. Thanks. 


> Original Message 

> From: Bailine, Richard W 

> Sent: Monday, March 20, 2000 3:34 PM 

> To: Keiliher, William B; Manth, Larry E 

> Cc: Smith, Richard H (WNT) 

> Subject: RE: S-corp Product 


> Larry — Bill Keiliher and I had lunch today and 

> discussed this .business solution idea. We ate in agreement that having 

> the Put to the S Corp at FMV as of the date of exercise of the Put 

> with a shareholder pledge to Exeropt-Org as suggested in ray March 16th 

> email below will enhance the technical aspects of this solution. 

> 

> I would think that the economics of having the 

> shareholder make this pledge would not be materially different {in 

> most , 

> cases) than having the S Corp do so. One would think the major wealth 

> component of most S Corp shareholders is their S Corp stock and, 

> ultimately the source of the funds to make this pledge (if funding should 

> ever be necessary) would be from the S Corp. 1 have no problem with the 

> shareholders pledge stretching over more than one year to facilitate a 

> smooth cash flow. Thus, one will not know for two years (i.e. the ejxpected 

> timing of the exercise of the Put) whether funding the pledge will be 

> necessary. Assume such funding is necessary, I have no problem with the 

> shareholders pledge saying ”I will fund this amount over 2 years (or 3, or 

> 4 etc years)”. This cash flow timing should be worked out between the 

> Exempt-Org and the shareholder and be mutually agreeable to them. All I am 

> interested in is that this "pledge/guaranty" does not come from the S Corp 

> so that in its capacity as an S Corp shareholder, Exempt-Org has no 

> downside protection vis-a-vis the stock ownership and no right to a 

> preferential distribution. Rights, if any, come from an individual, not 

> the corporation. 

> 

> With these changes, I approve the Sub Chapter C 

> aspects of this business solution. Thanks to all for your valuable 

> input and helping to achieve the overall desired result! 

> 

> Original Message 

> From: Keiliher, William B 

> Sent: Monday, March 20, 2000 2:53 PM 

> To: Manth, Larry E; Bailine, Richard W 

> Cc: Smith, Richard H (WNT) 

> Subject: RE: S-corp Product 

> 

> It's correct (reg. sec. 1 .1368-2 (d) (1) (i) ) . 

> 

> Bill 

> ^ KPMG 0016990 
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> -Original Message 

> From: Manth, Larry E 

> Sent: Monday, March 20, 2000 9:35 AM 

> To: Bailine, Richard W; Kelliher, Wiliiain B 

> Cc: Smith, Richard H (WNT) 

> Subject: RE: S-corp Product 

> 

> Richard, I like your suggestion on the put. If you 

> think it strengthens our case, all the better! From the S-corp side, 

> since most shareholders think the company is going up in value, they 

> should not care. The practical concern is if the company decreases in 

> value and the shareholder has to pay cash to the tax-exempt — will 

> the shareholder have enough cash to make the payment if they had not 

> been paid distributions for two years? Perhaps we could extend the 

> pledge for a year longer than the put. 

> 

> With respect to the AAA reduction. Bill can confirm 

> this, the example on page 8 is correct. 


Also, with respect to OBIT issues, the tax-exempts 
we are dealing with are using section 115 to exclude the income from 
UBTI, so they are not concerned about OBIT. 

Thanks, Larry 


— : — Original Message 

From: Bailine, Richard W 

Sent: Thursday, March 16, 2000 4:06_PM 
To: Manth, Larry E; Kelliher, William B 

Cc: Smith, Richard H (WNT) 

i: 5-corp Product 


> following, issues. 


Subject: 

La^rry/Bill- 


I think we need to talk in re the 


Pg a of the opinion states that S Corp will reduce 
AAA by 90% (or some $7.2 million) even though the amount paid out in 
redemption of stock is a mere $1.3 million. Is this correct? 

More importantly, 1 continue to be concerned that a guaranteed POT 
right has the potential effect of giving IRS an argument that no stock 
has been given to Exempt-Org as Bxempt-Org has no downside. More over, 
as this right to get a guaranteed FMV price runs from the S Corp to 
Exempt-Org, even if exempt-Org is deemed to be a shareholder why don’t 
we have a second class of stock issue as Exempt-Org certainly has 
distribution rights that differ from, and are superior to, those of 
the other shareholder. 

Can we solve all this as follows; 

(i) Assume- the S Corp stock has a value of $1.3 
million on the date of the gift to Exempt-Org. 

(ii) Give Exempt-Org a right to Put the stock back 
to S Corp at FMV as of the date the Put is exercised. 

(iii) Have Shareholder make a pledge to Exempt-Org 
such that he will contribute an amount of money equal to the amount, 
if any, that any Put proceeds received by Exempt-Org are less than 
$1 . 3 million - 


In this way, Exempt-Org is assured of getting the 
cash BUT the assurance does not come from S Corp. Shouldn't this 
eliminate- the above concerns. Doesn’t it also have the effect of 
helping Exempt-Okg ; to wit, if the Put is exercised at $1 million then 
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> Shareholder must give $300,000 to Exempt-Org. Isn’t this $300,000 

> clearly a charitable gift so that Exempt-Org has no UBIT issues 

> whereas the redemption proceeds may be OBIT. 

> 

> Thoughts. Let’s talk on Friday. 


Original Message 

From: Manth, Larry E 

Sent: Wednesday, March 15, 2000 12:53 PM 
To: Baitine, Richard W 

Cc: Smith, Richard H (WNT) ; Galbreath, Phillip 

L; Springer, Mark A; Peters, Marsha F; Atkin, Andrew S; Duncan, 
Douglas P; Huber, Robert 

Subject: S-corp Product 

Rick, please see my comments below- 

Thanks, Larry 

Original Message 

From: Galbreath, Phillip L 

Sent: Monday, March 13, 2000 4:49 PM 
To: Manth, Larry E 

Cc: Smith, Richard H (WMT) ; Springer, Mark A; 


> Peters, Marsha F 


> Sub G issues 


Subject: FW: S-CAEPS 

Below are Rick Bailine’s comments relating to the 
the S-CAEPS whitepaper. 

Phillip Galbreath 
KPMG Tax Innovation Center 
Phone: 202.533.4162 
Fax: 202.533.4163 
MailTo ; pgalbrea6kpmg . ccan 


> Marsha F 


—Original Message 

From: Bailine, Richard W 

Sent: Monday, March 13, 2000 7:29 PM 
To: Galbreath, Phillip L 

Cc: Bloom, Gilbert D; Springer, Mark A; Peters, 

Subject:' RE: S-CAEPS 


Phillip — I have read the attached and have the 
following comments related sdlely to Sub Chapter C. 

1. This appears to be little more than a old give 
stock to charity and then redeem it play and as pointed out in the 
write-up at footnote 51, the IRS has, for the most part, thrown in the 
towel on these (despite a strong-.xecord in court) . Having said .this 
please read on. 

[Manth, Larry E) Yes, very similar, but during the 
time the tax-exempt owns the stock it will be allocated 90% of the 
income, be paid no distributions, and be redeemed for a small value.. 

2. I think the section 269 discussion ' 

seems clear to me there is an acquisition of control by ExSfipt-Org as . 
it acquires 90% of the number of shares of the S Corp and even if • - • 
discounted at 35%.. (which would be questionable I think) for lack of 
voting rights as. discussed in the write-up at footnote 4, this 90% of 
the number of shakes should have >50% of the value of the S Corp (90% 
times 65%”58. 5%)'. Thus, 1 thin)? the argument is that (i) Exempt-Org 
receives no tax benefit from the acquisition of control, its tax 
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> benefits stem from its status under section 501 and (ii) the S Corp 

> gets no tax benefit from the acquisition of control as its tax 

> benefits stem from its status under section 1361 et seq. Thus, the 

> acquisition of control is not material to any tax benefit. The 

> write-up does go down this path but spends more time arguing that 

> there is no acquisition of control which I think is a mistake. Also, 

> the write-up speaks in very conclusive terms when it should be using 

> words like "should not apply** as opposed to "...section 269 does not 

> apply...". See page 1 . 

> 

> [Manth, Larry E] See revised technical paper 

> attached. Please note that the way the transaction is structured, the 

> non-voting stock will- not be greater than 50% of the value of the 

> S-corp (the warrants significantly dilute the value). 

> 

> 3. My biggest concern is the redemption right given 

> to Exempt-Org; why does this right guaranty Exempt-Org will receive 

> cash equal to the greater of FMV at time of redemption versus FMV at 

> date of gift? This right takes all downside risk away from Exempt-Org 

> and one of the hallmarks of ownership is that the owner inherits the 

> "benefits and burdens” of ownership. By relieving Exempt-Org of the 

> burden of downside risk are we not allowing IRS an alternative 

> argument that Shareholder did NOT give S Corp stock to Exempt-Org, 

> rather what was truly given was a right to a fixed amount of cash plus 

> a SAR (Stock Appreciation Right). 


At page 11, the write-up discusses the potential 
issue that the warrants may be stock and in this light looks at Rev 
Rul 82-150. As for the analysis on this point, I think the write-up is 
fine. but this revenue ruling also clearly tells us that if one is to 
be viewed as the owner of equity, one must assume the risks associated 
with equity ownership. Traditionally, one such risk is the risk the 
equity investment will decrease in value. Exempt-Org has no such risk 
and, therefore, arguably may not be viewed as an equity owner. 

Moreover, why is this downside protection either 
necessary or desirable? I would think giving Exempt-Org a right to 
demand redemption (i.e. a "put") at FMV as of the date of exercise of 
the put, is more in kee'ping with the desires of Shareholder and 
Exempt-Org gets a windfall even if it get one cent! It would also seem 
that put at FMV as of date of exercise is truly in keeping with the 
requirements of Treas Reg 1. 1361-1 (1) (2) <iii) . See footnote 20, page 
6 . 

(Manth, Larry El The reason we guarantee the 
tax-exempt a minimum is that there is a potential burden — federal 
taxes. It is not a certainty that the tax-exempt is totally exempt 
from tax on holding the stock. Also, very few tax-exempts would ever 
take this stock because of the UBIT concerns. So we are using the 
floor as an incentive for the tax-exempts to take the stock. 

Hopefully the discussion under economic substance regarding beneficial 
ownership on pages 12 through 19 will suffice in addressing your 
concerns on ownership issues. 


« File: S__Corp_Strategy.doc » 
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> To: Bailine, Richard W 

> Subject: FW: S-CAEPS 

> 

> Attached below is the most recent version of the 

> S-CAEPS whitepaper. As I was telling you, this Tax Solution is 

> getting some very high level (Stein/Rosenthal) attention. Please 

> review the whitepaper as soon as possible and provide your comments to 

> Larry Manth directly. Please copy Richard Smith, Mark Springer, Marsha Peters, and me 

> on your message to Larry. Thanks for your help. 


> Rosenthal, 

> 

> Robert 


Phillip Galbreath 

KPMG Tax Innovation Center 

Phones 202.533.4162 

Fax: 202.533.4163 

Ma i ITo : pgalbrea® kpntg . com 


Original Message 

From: Manth, Larry E 

Sent: Sunday, March 12, 2000 10:35 AM 

To: Watson, Mark T; Smith, Richard H (KNT); 

Richard P; Springer, Mark A; DeLap, Larry; Galbreath, Phillip L 
Cc: ' Atkin, Andrew S; Duncan, Douglas P; Huber, 

Subject: RE: S-CAEPS 


> one separately. 


Mark, thanks for your comments. . I will address each 


1) Assignment of Income Issues. We have included 
an additional paragraph under the assignment of income section. But 
also see the economic substance arguments. Bill Keliiher 
substantially enhanced that section and it addresses many issues, 
including beneficial ownership and income allocation. 

2) No charitable or gift tax deduction and 
reallocation of income back to original shareholders. Again, I think 
the economic substance arguments cover these issues. But I am not 
convinced that the Service would be successful in disallowing a 
charitable deduction. After the transaction, the tax-exempt will have 
cash based on the fair market value of the stock. It does nothing but 
hold the stock. The split-dollar transactions have the tax-exempt buy 
insurance. Also,- this transaction is quite similar to the charitable 
FLP. Is this a concern for that transaction as well? 

3) Per Larry DeLap's E-mail, we are not discussing penalty issues. 

4) Self-Dealing Issues. We have inserted a 
discussion on section 4958, drafted by our EXO-Tax group in D.C. We do, 
however, plan on using only 401's. 

Larry 


« File: S_Corp_Strategy.doc » 


Original Message 

From: Watson, Mark T 

Sent: Friday, March 10, 2000 8:24 AM 
To: Manth, Larry E; Smith, Richard H (WNT); 

Rosenthal, Richard P; Springer, Mark A; DeLap, Larry; Galbreath, 
, subject: S-CAEPS 


Phillip L 


OK. I have reviewed the revised S-CAEPs white paper 
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> and I am still not convinced that the assignment of income issues 

> associated with this strategy and the ramifications of Notice 99-36 

> have been adequately addressed and/or considered. The assignment of 

> income discussion in the white paper is very brief and contains little 

> case law analysis. While the conclusion reached in the white paper on 

> this matter may very well be correct, the brief discussion contained 

> in the white paper does not give me a tremendous amount of comfort 

> that all of the relevant cases and rulings have been considered, 

> particularly wrt whether or not the Shareholder is assigning the S 

> corp's earnings to the Exempt Organization. 

> 

> More importantly, the paper's discussion of Notice 

> 99-36 seems to miss the point. Yes, we can certainly distinguish the 

> S--CAEPS transaction from the transaction that was the subject of 

> Notice 99-36, but my point in raising Notice 99-36 is to make sure 

> everyone is aware of the potential downside of this transaction. If 

> the Service comes after the S-CAEPS transaction the way it attacked 

> the Charitable Split-Dollar transaction (and I believe Notice 99-36 

> and the recent section 643(a)(7) regulations indicate it will), 

> clients who enter into the S-CAEPS transaction could be faced with a 

> situation where: (1) they don't get an income OR gift tax charitable 

> contribution deduction for the contribution of the S-Corp stock to 

> charity (and, thus, they may incur a substantial gift tax liability); 

> and (2) they are required to recognized all or most of the S corp’s 

> earnings. Further, as stated in Notice 99-36, the Service may attempt 

> to impose a variety of penalties on the participants in this 

> transaction (including KPMG) including the penalty under section 6701 

> for aiding and abetting the understatement of tax liability. Finally, 

> the white paper contains no discussion as to why the Service cannot 

> claim the S-CAEPS transaction involves private inurement, an 

> impermissible private benefit, or self dealing, ail issues raised in 

> Notice 99-36. Perhaps if the "Exempt-Org" is a section 401(a) entity rather than a 
section 501(c)(3) entity these issues go away. If so, the 

> white paper should so indicate. 

> 

> Mark T. Watson 

> Partner 

> KPMG - Washington National Tax 

> 202-533-3092 (phone) 

> 202-533-8451 (fax) 

> 
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I eojoys^ ^ealdng w3iK you today xsgarfieg tlje tas isscss of 
and 1 hopa tfiat ws can 'help him xearii a aadaftetozy rasoJoSoa of iiis jaatter. Ilia 
followtsg ssdcezsditiiona vroulds^Iy to ouTTcprssozdation of acd fits for his 

TOViow and aacoptanco. 

Aa initial 55,000 leta i a a ; la raqufesd. OuTTUont'Uyfaas'cyilZba'hasedupoalhc 
lizue we spend on year ositef and ov&enpfevailuxg bouzJy charges, ''^a wiQ do our host Ue 
keep our tiraa to the ndnimuen. My cuneot billing tata is $425 pej hour. Other lawycD who are 
W0x5d&g 'WiTh ma on th£a mattEr era Toro CuBisan, vAu> has a cumrat rata of $210, Miks Wilson,, 
whose onzrefit rate ia 5185, and Jessiihrlde, whoso eorr e f rt rate ia 517$. Since we an 
repraflsftirog ansroberofothercJicnla wlthnapaettt siniilaptranaacticffis, timaspentthai . 
benenis all such cHs&ts (e^., ^oha3 settJoaiQntnegotiaiiozra) will be appeatioxu;^ so that diere is 
no dt^Iication of hourly charges. Our foes and oaH>5pock8t o^^ctisca (long'-cSsmjce telephone, 
photocopying, iness<sns«'»t^ dofiveiy service^ travel whonnBpcssaryvtclcccpying, filisjg feea, 
etc.) win be hilled iacentb^. If any travel is neeeseazy, sizeh *a travel to alteropt to settle this 
matter In Wasbangton, P.C„ it will be at the lowest pzactical air&re. 

In tiro svbqX you d^re ID pnsoe claxma agunst the patties who advised you to . 
enter stro the transaction, wa would not be abletoyeprescstyoa in any such claims because of 
SiB bread malpractice defense pxaeticeofour litigation team frtyrgseatiag all of &a Big Five 

aECDinaiiog £mi5, fot ectasrple). 

Vou have the li^t to temidsatB our services and xepresceffsiipa at ssy time upon 
WQtlcsx notice. We reserve the right to wilbdnvir fioca our represesTaUion if, wnwog odzcr tbis^ 
far ac onoilabro conflicts arise witi^ aaodiar ecdsting client if any fact o^ehrsBrnsteics arises ihsc 
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would, in our vjew. rnnder our continuins i^rcsantaticia unkwSil, unetHcal of incoii^tsa: wiili 
of tliis a^agsaaeat lo^r. or if you to pay ciur fees and as^arjSM. Wa would, of 

coursa, honor inal^n^lions to life raasorablo measures uadee distanstancas to feriKtate the 

^ orderS^^t^aifar c^i^onsibiHiy to o&Er oouns^d of yottr choice. 

^ fcf ' ' ’ " 

IB SB acceptable suszsajajy of the tonus and conditicsKf of our 
indicate socepiatics by hawing the Bnoloaad oppy of tbijs IpRer signed hi the 
^l^rjlds^oVided below, il^ self-addressed cavdcpcis cncloeadfisrthojtotamofasi^cdcopy. 

Ones wp^vc icceavcd the necessary ioifemaadon to prepare a Power of Atceraay, 
we -will fiaiward it to yba fisr sigaaBirc and recuen to our o£5ce for ftlhjg with tho IRS, as 
ra^nred. iamalso enclosiag one of oor firm's broebnree, which will give you somoin&raiatifls 
about ertir tec aiid to Udsadon practices. 


Best regards. 
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500 E. Middleiieid Road 
Mountain View, CA 94043 


Telephone 650 404 5000 
Fax 650 960 0566 


Septeicber 3, 2002 


PRIVILEGED & CONEIDENTIAL 
N. Jerold Cohen 

Sutherland, Asbill &. Brennan LLP 
999 Peachtree Street, NE 
Atlanta, GA 30309-3996 

Dear Mr. Cohen: 

We are pleased you have engaged KPMG LLP (“KPMG”) to assist Sutherland, Asbill & Brennan 
LLP (“Counsel”) in Counsel’s representation of Mr. (“Client”), including 

investigation of facts, review of tax issues, and other such matters as Counsel may direct This letter 
confirms the scope and related terms of our engagement. Coimsel will specify the nature and 
limitations of the services that we will provide as a consultant to Counsel as Counsel’s agent in its 
representation of 

We will prepare work papers and other papers and writings as Counsel may request We understand 
that our preparation of such writings will be solely for the benefit of Counsel and is intended by 
Counsel to be a part of Counsel’s privileged attorney work product. All information that KPMG, its 
partners or employees may acquire solely from this engagement will be part of privileged attorney- 
client communications and will not be disclosed by KPMG to third parties except as required by law. 

In connection with Counsel’s work, you have advised that Counsel may disclose to us certain 
information, data, and documents (“Confidential Materials”). We understand that the sole purpose of 
our receipt of Confidential Materials is to assist Counsel. We agree to keep confidential all 
Confidential Materials and not to make any use thereof except as requested by Counsel or as required 
by law. We further agree to return to Counsel at Counsel’s written request all Confidential Materials. 

If, as a result of any work we perform pursuant to this engagement, access to work papers and 
files that we supply to counsel is necessary in order for us to defend and protect ourselves or any of 
our partners or employees, or to assert any of our or their claims, rights, interests or privileges, we 
understand that we will be given reasonable access to and the right to copy the work papers and files. 

We will refer all inquiries from Federal and state authorities with respect to this engagement to 
Counsel. Our obligation in this regard is .«ibjcct to all requirements of law, and in die event that any 
information or testimony is sought from us pursuant to a summons or subpoena, services relating to 
compliance with such summons or subpoena shall be within die scope of this engagement. 



Permanent Subcommittee on Investigattons l 
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iS=® 

N. Jcrold Cohen 

Sutherland, Asbill & Brennan LLP 
September 3, 2002 
Page 2 


Our engagement cannot be relied on to uncover errors in the underlying information or irregularities, 
should any exist However, we will inform you of any such matters that come to our attention. 

Fees 

Our fees for this engagement will be based on the complexity of the issues and the time required of 
individuals who will be performing the services. We will perform the work at 60% of our standard 
billing rates plus an administrative surcharge which will approximate 11% of the hourly fee. 
Circumstances encountered during the performance of these services that warrant additional time or 
expense could cause us to be unable to deliver them within the above estimates. We will endeavor to 
notily you of any such circumstances as they are assessed. 

We Will render progress billings to Counsel as work is performed and you will remit payments to us 
after you have been reimbursed for such amounts by cbent. 

The attached Standard Terms and Conditions are made a part of this engagement letter with the 
following modifrcatians: 

1. Scope 

The second and third sentences in the first paragraph are modified to read; Should KPMG 
encounter issues or circumstances that are beyond the scope of this engagement, we will 
notify Counsel of such circumstances as they arise and will not incut additional expenses 
without Counsel's prior consent. Unless expressly provided for, KPMG’s services do not 
include assisting Counsel in the event of a challenge by the IRS or other tax or revenue 
authorities. 

2. Term 

The last two sentences of the second paragraph are modified to read; If at any time during ftiis 
engagement. Client and Counsel decide for any other reason it is not in the best interest of 
aient to continue with this engagement. Counsel may notify KPMG to that effect In the 
event of such notification. Counsel agrees to pay KPMG for time and expenses incurred to the 
date of notification in accordance with the engagement letter. 

3. Payment of Invoices 

The first sentence is modified to read; Counsel agrees, by accepting the terms of the 
engagement letter, to pay all invoices to KPMG in accordance with the engagement letter to 
which these Standard Terms and Conditions are attached. 
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N. Jcrold Cohen 

Sutherland, Ashill & Brennan LLP 
September 3, 2002 
Page 3 

4. Cooperation 

The first sentence is modified to read; Counsel and Client shall cooperate with KPMG in the 
performance by KPMG of its services hereunder, including, without limitation, providing 
KPMG with timely access to data, information and personnel of Client 

12. Entire Agreement 

The entire paragraph is replaced with the following; These terms and the engagement letter to 
which these terms are appended, including any Erthibits, constitute the entire agreement 
between KPMG and Counsel with respect to the subject engagement and supersede all other 
oral and written representation, understandings of agreements relating to the subject 
engagement 

Please sign the enclosed copy of this letter to confirm our agreement and return it to us within 30 
days. If you have any questions, please call me. 

Veiy truly yours. 


KPMGliP 



Dale R. Baumann 
Partner 


Sutherland, Asbill & Brennan LLP 



Date 
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SubjectiijRE; Script 


- :yrom: j|jones , K en-WASH-DC 


^ Da te:'.lnM/2002 2-12:03 PM 


, M^k H; Lewisy: v| 
; Abkin, Wendy; . ' j 

V- " ^'bh '■ iicrpux,M^kS;Adelsoh, Jonathan Katz-pearlm^ Sharon P;:i j 
^ Patricia Jl; I)ePew, Jos^ii.M;Ray, Sbeldon-ATiAWA' ; 

' M;'Topolka, PauJ G; Amm^rhah, Dou^as K; Bavmiiann, Dale R; ^ 


’5f^-^|Brajian^ieaix)lyn B; Caibo, Ddke G; Cohen, David 


Robert G^Goldberg, William J; Hamilton, Randall A; Hasting, parlj 
' b;^eDd^onjTracieR;Hottle, Robert Y; Ito, Dennis A; :(^cks6n,o‘ 

Wil][iamlM;Jai^j1Gebrge P; Jones, All^ L (US/Minneappiis);': ^ 
y J.oidan,-]^^^ Ml'Ma^rej Thomas E; Mati^aii, John F; ' 

} Mccriiriiis'fcj-Geor^ H; O’Heal, Kenneth; Pace, Kafeerine. A; Paulej; 
Ro^m MjPere^ Robert L; Remo, Dee Ann; Rivkin, Da\nd;RchQir^ 
Eugene Daniel M; Smolin, Jay M; Speiss, Timothy P; 

' iii Tendler,lNeil Carol'G; Weld, Gary E; Wise, RicHaol; 

:j Woifson; Neil E;=Wright, Glen A; Heath, R. Jeffrey; Karpeci; 

:| PatridcN^^dona^, Jo^^; Poivcll, Ga^ N; Toole, G.Maxw.^1 


Cys/CHIC AGO); Ejscheid, Jeffirey A; Fuller, Diane D; Gibson, 


Everyone: Attached is a list of law firms that are handling FLIP/OPIS cases. Note 
that there are easily another 15 or so law firms ...but these are firms that we have 
dealt with in. the past. Note that we are not making a recommendation, although if 
someone wants to talk about the various strengths/weaknesses of one firm vs. 
another ... we can do that. 


KEN JONES 

Tax Controversy Services 

kjones@lq>mg.com 

tel 202-533-3080 

fax 202-533-8553 

cell 703-362-1623 


-Original Message 

[From: Jones, Ken-WASH-DC 

Isent: Friday, November 01, 200^5:40 PM 
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To: Taylor, Theresa S; Jones, Km-WASH-DC; Ely, Mark H; Lewis, Harve; 
Sherlock, Victoria J; Collins, ErinM; Abkin, Wendy; Heroux, Mark S; Adelson, 
Jonathan, S; Katz-pearlman, Sharon D; Jon^, Ken-WASH-DC; Burquest, Patricia L; 
DePew, Joseph M; Kay, Sheldon-ATLANTA M; Topolka, Paul G; Ammerman, 
Douglas K; Baumann, Dale R; Branan, Carolyn B; Carbo, Deke G; Cohen, David 
j (US/CHICAGO); Eischeid, Jeffrey A; Fuller, Diane D; Gibson, Robert G; Goldberg, 
1 Willie J; Hamilton, Randall A; Hasting, Carl D; Henderson, Trade K; Hottle, 
Robert Y; Ito, Dennis A; Jackson, William M; Jandl, George P; Jones, Allan L 
(US/MiimeapoHs); Jordan, Robert M; Maguire, Thomas E; Maughan, John F; 
Mccrimlisk, George H; O’Neal, Kenneth; Pace, Katherine A; Panic, Robin M; Perez, 
Robert L; Remo, Dee Ann; Rivkin, David; Schorr, Eugene G; Slattery, Daniel M; 
Smolin, Jay M; Speiss, Timothy P; Tmdler, Neil J; Warley, Carol G; Weld, Gary E; 
Wise, Richard; Wolfson, Neil E; Wright, Glen A; Heath, R. Jeffrey; Karpen, Patrick 
N; Monaco, John W; Powell, Gary N; Toole, G.Maxwell 
I Subject: Script 


Attached is the script ... waiver language and list of attorneys to follow. 
« File: 7BFC01 l.DOC » 


ICEN JONES 

Tax Controversy Services 

kjones@kpmg.com 

tel 202-533-3080 

fax 202-533-8553 

cell 703-362-1623 

kpmg 



'jAttomey Li st 110402.doc 


Subject; ‘'P ^ 

From:Jon^,Ken^iWAS^-^l J ^ 

Sender,Namet - , v - i 

To: Jones, Ken'T'?^A.SH-DG;^^or,'nieresaS; Ely, Mark H;’Lewis, Harve; ' i 
; Sherlock, VictonaJ; ColImSj:Em'M;- Abkin, Wendy:. Heroux.Mark S; Adelson, | 
; Jonathan S; Katz-pearlmahj Sharon D;.Burquest, Patnaa L; DePew, Joseph M; Kay, | 
i Sheldon-ATLANTA M;-Xoj?olka , Paul G; Amm erman ^ Dougin K; Baumann, Da3e_j 


kpmg 0050131 
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R^iBranani^GarolynB; Gart>Oj Deke <3; Cohen, David,(US/CHIGAGO);iEischeid,.v;| 
Jeffrey- A;' Fullerj:Diane D; ^3lbson, Robert G; Goldbergs William IrHaimltoni"." - '-i 
Randall' A; Hastin^CarlD; Henderson^ TracaeK;;HotQe, Robert-YjJtoi-Denms. A; i 
Jaclcson,.Wiiliam M; Jandl,. George P; lones^ Allan'L (USMiimeapohs); Jordan, . 
Robert:M';^v!agmre,-::*Ihomas.Ei'Mai3^ian;JohnJPiMc6imlisl£f:G^rge:H'j;p^:eal^- - ^ 
j Kenneth Pace, Kafterme A, PauleyRobin M,TPae4 R:^ertJL,^emq, Dee Ann, 

I Rivkin,Da^d, Schorr, Eugene G,Slatt^,D&i§’iil^,^^jriSin,5ay^Spfflss, | 

T.imothJ' PrTendl^, Neil J^,Warley,'CaroljG, Wel^^^E, Wise, Richard 

Wblfson, Neal E Wnght, Glen A, Heath, Monaco, 

John W,.PoWell, daryN,Twle, G MaxwelKvs 

ReceijyedBy;Bavihiann, D^e R ^ ^ ] 

Delivery Time 11/4/2002 2 12 03 PM - ' ^ ^ | 

CreafiWtW, 11/4/2002 2 08 34 PM ^ \ " ! 

iModificatjcaiTime 1/20/2003 5^5 08PM ^ ‘•j'* ^ 

' Suoim\Tii^e n'/4/2002 2 11 33PM v ^ r/ -- i 

ihnportande }U ^ ^ . 

jPhontyUO ^ ^ 

SensitiYity:?110"-' ••'■' V'-J^ 

Pjags 1117 * f' 

|lsiz&_^mi22 ' ‘ ^ ? V. 
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Sequential 

From: DeLap, LairyOdelapQKPMG.COM] 

Sent: Wednesday, March 06.2002 10:33 AM 

To: Rosenthal, Richard P; Sprif^^, Mark A; Brockway, David H; Atkin, Andrew S 

Cc: Duncan, Douglas P; Huber, Robert: Manth, Larry E 

Subject: RE: SC2 


Given the current state of affairs relative to the IRS and accounting firros, 
1 think we should not be discussing SC2 on the Monday night call at this 
time. Presumably, Andrew has sufficient visibility over SC2 marketing that 
he can communicate the revised parameters to relevant parties directly. 


> Original Message 

> From: Rosenthal, Richard P 

> Sent: Wednesday, March 06, 2002 10:14 AM 

> To: Springer, Mark A; Brockway, David H; Atkin, Andrew S; DeLap, Larry 

> Cc: Duncan, Douglas P; Huber, Robert; Manth, Larry E 

> Subject: RE: SC2 

> 

> I'll leave this up to the deployment team and Walter Duer, unless David or 

> Larry have a strong feeling one way or the other. 

> 

> Original Message 

> From: Springer, Mark A 

> Sent: Wednesday. March 06, 2002 10:03 AM 

> To; Rosenthal, Richard P; Brockway, David H; Atkin, Andrew S; DeLap, 

> Larry 

> Cc: Duncan, Douglas P; Huber, Robert; Manth, Larry E 

> Subject: RE:, SC2 


> Is it still our desire to discuss the revised deployment plan for SC2 on a 

> Monday Night call? 

> 

> Mark Springer 

> US Tax Innovation Center 

> 202>533-30'76 

> maspringer®KPMG.com 


> --Original Message----- 

> From: Rosenthal, Richard P 

> Sent: Wednesday, February 06, 2002 4:11 PM 

> To: Brockway, David H; Atkin, Andrew S; Springer, Mark A; DeLap, Larry 

> Cc: Duncan, Douglas P; Huber, Robert; Manth, Larry E 

> Subject: RE: SC2 


> X agree with your comments. Therefore, lets proceed with the criteria 

> below. 

> 

> Thanks, 

> 

> Rick 

> 

-----Original Message 

> From: Brockway, David H 

> Sent: Wednesday, February 06, 2002 3:02 PM 

> To: Rosenthal, Richard p; Atkin, Andrew S; Springer, Mark A; DeLap, 

> Larry 

> Cc:, Duncan, Douglas P; Huber, Robert; Manth, Larry E 

> Sxibject: RE: SC2 


> Sorry for the delay in 

> that this strategy not 

Proprietary Material 
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> constraint does not show up on the list of marketing restrictions set 

> torth below. I 'm not sure what the state of play is on this point. My 

> own view is that this should not be a restriction; otherwise, it appears 

> that we are trying to hide a strategy that we believe works vmder current 

> law. 

> 

> Original Message 

> From: Rosenthal, Richard P 

> Sent: Thursday, January 31, 2002 5:54 PM 

> To: Atkin, Andrew S; Springer, Mark A; DeLap, Larry; Brockway, David H 

> Cc: Duncan, Douglas P? Huber, Robert; Manth, Larry E 

> Subject: RE; SC2 

> 

> Based on Andrew's message below and a conversation I had with Larry DeLap, 

> see my modified connnents below. This will finalize our marketing approach 

> for SC2. Mark, I think we should have a 5 minute discussion of this 

> during an upcoming Monday night call. 

> 

> Thanks, 

> 

> Rick 

> 

> Original Message 

> From; Atkin, Andrew S 

> Sent: Monday, January 28, 2002 12:48 PM 

> To: Rosenthal, Richard P; Springer, Mark A; DeLap, Larry; Brockway, 

> David H 

> Cc: Duncan, Douglas P; Huber, Robert; Manth, Larry E 

> Stibject: RE: SC2 


> Rick: 

> 

> Thanks for the comments, 

> suggestions. 


Overall, we are in agreement with your 


With respect to your inquiry on why we want to have the option to attend 
all meetings, it is because of over- exuberance by certain people in the 
past. We have had situations in the past where it did not make sense to 
have a meeting (e.g. not a good target because too many shareholders, 
large case audit, not enough income or loss) and the marketing team 
insislted on meeting anyways. We have also had a couple of situations 
where one of us were asked to attend a meeting after an ICV took place and 
when we got to the meeting, the client to our surprise already knew the 
name of the tax-exempt entities. For these reasons, we think that it 
would make sense for one of us in the west to have the option of attending 
every meeting. 


Original Message 

From; Rosenthal, Richard P 

Sent; Monday, January 21, 2002 10:10 AM 

To; Atkin, Andrew S; Springer, Mark A; DeLap, Larry; Brockway, 
David H 

Cc: Duncan, Douglas P; Huber, Robert; Manth, Larry E 

Subject: RE: SC2 


I've added my comments to each of the items below,> 
Rick 


Original Message 

From; Atkin, Andrew S 

Sent; Friday, January 18, 2002 5:55 PM 

To: Springer, Mark A; DeLap, Larry; Brockway, David H; 

Proprietary Matenal ^ 
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> ^^osenthal , Richard P 

> Cc: Duncan, Douglas; Huber, Robert; Manth, Larry 

> Subject: SC2 

> 

> To all : 

> 

> Here are our proposed new restrictions for SC2. Please let me know 

> if you have any questions . 

> 

> Thanks 

> 

> Andrew Atkin 


1) The minimum fee for SC2 is raised to $700K. The only exception 
to this rule is for outstanding engagement letters with a fee already 
quoted. In order to qualify for this exception, you must immediately 
forward a copy of the engagement letter to the National Solution Chanpion, 
Andrew Atkin. Anyone with questions or concerns with respect to a 
specific target should address those with Andrew Atkin. Agee. 

2) All BDM activity with respect to SC2 is to cease immediately. 

BDM's are not to market the solution. Agree, however, if a BDM is working 
on other solutions for S Corps, they should not be discouraged from 
bringing any SC2 opportunities to our attention. However, the BDM can not 
discuss this with the client. They must follow the procedure in number 4 
below. 


3) Before any target is approached with SC2, it must be approved by 
the National Solution Champion, Andrew Atkin. Agree. 

4) No ICV or other meeting with a target may be conducted without 
the attendance of Andrew Atkin or his designate, unless advance approval 
is obtained from Andrew Atkin. Agree. 

4) SC2 will expire as a solution effective as of the end of this 
fiscal year, September 30, 2002- After this time, no targets may be 
approached and no ICV’s held. I think the cut off date should be Decen^jer 
31, 2002. 

5) SC2 will not be implemented for any target that has audit or tax 
work performed by any of the other "Big 5" or Moss Adams, Grant Thornton 
and BDO Seidman . In order for KPMG to inclement SC2 for any 
S-corporation using these firms, the target will need to engage a local 
fisrm or switch to KPMG. Agree. 

Andrew S. Atkin 
kpmg 

355 South Grand Avenue 
Suite 2000 

IjOS Angeles, California 90071 
(213) 955-8830 
Fax (213) 630-2279 
aatkin@kpmg . com 
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Unknown 

From: 

Bickham, Randall S 

Sent: 

Tuesday, August 10, 1999 4:12 PM 

To; 

Watson. Mark T 

Cc: 

Eischeid. Jeffrey A 

Subject: 

BLIPS Engagethent Letter 

importance: 

High 

Mark, 



■ .jcned B Vhe engagement letter approved by Larry. It is updated to reflect the one-time fixed fee ^d the use of LLC as 
toe Investment Fund v. a limited partnership 



Randy t-cwr.... 


Proprietary Material 
CoafidentiaUty Requested 

KPMG 0007725 





567 


BLIPS 

Version: 08/10/99 
{Finn Letterhead] 

[NOTE: DPP-Tax has reviewed and preapproved this standard engagement letter for 
BLIPS. The terms contained in the engagement letter are mandatory. If no changes are 
made to the standard letter, further review pr approval by DPP-Tax is unnecessary: 
however, a copy of both the issued and signed engagement letter is to be provided to the 
business unit professional practice partner- tax. Jeff Eischeid and Mark Watson. If 
modifications to this preapproved standard engagement letter are desired, the reasons for 
such modifications are to be discussed with the location 's professional practice partner - 
tax. The business unit professional practice partner - tax may approve, at his or her 
discretion, the desired modifications or may consult with DPP-Tax thereon. Before the 
engagement letter is sent to the client, the client engagement must be approved by Jeff 
Eischeid and the proposed legal structure to be used to engage in the BLIPS program must 
be approved by Mark Watson. ) 


1999 


PRIVATE & CONFIDENTIAL 
CAddressceName) 

[ScreeiLincl} 

{StreetLine2J 

[CitySiaieZip] 

Dear [AddresseeName]: 

We are pleased you have engaged KPMO LLP {“KPMG") to i»X)vide lax consulting 
services for [AddresseeName] (“Client”) with respect to participation in an investment 
program involving investments in foreign currency positions (the “Investment Program”). 
Tliis letter confirms the scope and related terms of our engagement [For purposes of this 
letter, references to “Client” shall be deemed to include ail signatories to this letter and 
each such signatory shall be deemed to be an individual party hereto for aU undertakings 
and agreements of Qient contained hereia. AU signatories to this letter agree to execute 
this letter in their individual capacities, as well as tiieir capacities as officers, shareholders, 
partners and/or directors of Client] 
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[This letter must be signed by Client and each direct or indirect owner of Client If a 
person required to sign by4he preceding sentence is an entity, the signature must be 
made by an individual authorned to act on behalf of, and bind, the entity.] 

Background 

KPMG understands diat Gient intends to engage Presidio Growth LLC (“Presidio”), a 
registered investment advisor, to provide Client with investment advisory services and 
trading strategics with respect to the foreign exchange contracts entered into pursuant to 
the Investment Program. We understand that Presidio has advised Client that the 
utilization of a high degree of leverage is integral to the Investment Program. We also 
understand that Presidio will assist Client in struciunng the requisite financing package by 
advising Client as to the structure of the financing arrangement and suggesting alternative 
Hnanciai institutions to provide such financing. 

We understand that Client and two limited liability companies owned or.controlled by 
Presidio intend to invest in a newly created limited liability Company (the “Investment 
Fund”). We funlwr understand that Presidio vrill act as Investment Advisor to the 
Investment Fund and, in such capacity, vidll facilitate the purchase of foreign currency 
contracts and other foreign currency-based financial instruments. The purchase of such 
fweign currency contracts and other financial instruments will involve full economic risk 
to Client in the foreign currency maritets with price movements (up or down) in the 
purchased securities. Client may realize either profits or losses based upon the price 
movement of the foreign currency contracts and other financial instruments. Gient has 
informed us that no one has provided Gient with any assurances or guarantees that Client 
will make money in any of these transactions on a pre-tax or after-ux basis. Client 
acknowledges that it is at all times subject to market risks for bodi reward and loss. We 
have recommended to Client that Client seek independent advice concerning the 
investment aspects of the proposed transactions before agreeing to participate in the 
transactions. Client has independently detemuned that there is a reasonable opportunity 
for Client to cam a reasonable pre-tax profit from the Investment Program in excess of all 
associated fees and costs, and this determination has been confirmed by Presidio and/or 
other investment advisors. 

KPMG's Role as Tax Advisor 

Pursuant to this engagement, KPMG will provide only the following services with respect 
to your pardcipation in the Investment Program; 
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• Meet with you lo discuss the U.S. federal income tax implications associated with 
participating in the Investment Pro^^an. 

• Provide Client with an opinion letter that addresses the U.S. federal income tax 
consequences associated with panicipation in the Investment Program based upon your 
unique facts and circumstances. 

The conclusions in our opinion letter will be based on the facts, representations and 
assumptions diat you and Presidio submit to us and we will not independently gather, 
verify, audit or investigate the accuracy or completeness of this information. Inaccuracy or 
incompleteness of the information provided to os could have a material effect on our 
conclusions. In rendering our advice, we will consider the applicable provisions of the 
Internal Revenue Code of 1986, as amended, the regulations thereunder, and judicial and 
administmtive interpretations thereof, all as in effect as of the date of the opiniori letter. 
These audioriiies are subject to change, retroactively and/or prospectively, and any such 
changes could affect the nature or validity of our advice. Unless you specifically engage 
us to do so in writing, we will not update our advice for subsequent changes or 
modifications to the law and regulations, or to the judicial and adnunistrative 
interpretations thereof. 

Client acknowledges that any tax opinion issued by KPMG would not guarantee tax 
results, but would provide that with respect to the tax consequences described in the 
opinion, there is a greater than 50 percent likelihood (i.c., it is “more likely than not**) that 
those consequences will be upheld if challenged by the Internal Revenue Service. Client 
further acknowledges that the Invesonem Program is aggressive in nature and that the 
Internal Revenue Service might challenge the intended results of the Investment Program 
and could prevail under any of various tax authorities. Client also acknowledges receipt of 
a memorat^um that discusses certain penalties that might be asserted by the Internal 
Revenue Service should it challenge any tax deductions or tax losses that might be claimed 
by Client with respect to participation in the Investment Program. 

Client recognizes that KPMG Is not a registered broker-dealer and will not be providing 
services to Client as a broker-dealer or, investment advisor. In the course of this 
engagement, all services provided by KPMG will be strictly as a tax advisor to Client and 
KPMG will not undenake any activity that would require registration as a broker-dealer or 
investment advisor under (he federal securities laws. 

Federal Confidential Communications /Vfvffcge 

A confidentiality privilege under Internal Revenue Code Section 7525 may pertain to 
certain communications between KPMG personnel and Client regarding federal tax advice 
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AddresseeName 
April 18.2002 
Page 4 


provided pursuant to this engagement. By retaining KPMG, you agree that KPMG is 
instructed to claim the privilege on your behalf, with respect to any applicable 
communications, up and until such lime as you may waive any such privilege in writing. 

As disclosure of any such confidential communications to the Internal Revenue Service or 
other third party may cause any confidentiality privilege to be waived, you should notify us 
if the Internal Revenue Service or other third parry requests information about any tax 
advice or tax advice documents provided by us. 

Client underetands that KPMG makes no representation, warranty or promise, and offers 
no opinion with respect to the applicability of such confidentiality privilege to any 
communication and agrees to hold KPMG- hamnless should the privilege be determined not 
to apply to any or all communications. Client agrees to indemnify KPMG for any 
attorneys’ fees and other costs and expenses incurred by KPMG in defending the 
confidential communications privilege on Client’s behalf. 

Professional Fees 

Our fees for this engagement will be based on the complexity of the issues and the value of 
the services provided, rather than directly on the tinre required of the individuals who will 

be performing the services. Client agrees to pay KPMG a fixed fee of $ for the 

services described above. Client agrees, by accepting the terms of this letter, to pay all 
invoices to KPMG within 30 days of receipL 

The amount of our fee is not dependent on the amount of Client’s investment in the 
Investment Program, the investment results of the Investment Program, the rax opinion 
exfM^sed, or on the amount of any tax savings {nojected or achieved by Client. You agree 
that ail written or oral advice provided by KPMG to Client, including but not limited to the 
tax opinion, will be for Client’s information and use only and will not be provided to any 
third party without the express advance written permission of KPMG. 

Umiiation on Liability and Indemni/ieation 

By signing this engagement letter, Oient agrees to indemnify KPMG and its affiliates, 
partners, principals, and personnel (collectively, the ” Indemnified Parties") from and 
against any and all tosses, claims, damages, and liabilities, including reasonable attorney’s 
fees and other expenses or costs of Urigation (collectively, "Damages’’), arising out of or 
relating to this engagement letter and KPMG’s services hereunder (including claims by 
third parties), except to the extent caused by the gross negligence or intentional misconduct 
of KPMG. 

hi the event any Indemnified Party is requested pursuant to subpoena or other legal process 
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AddresseeName 
Apri! 18,2002 
Pages 


{o produce documents relating to this engagement in judicial or administrative proceedings 
to which such Indemnified.Pany is not a party, Client shall reimburse the Indemnifjed 
Party at standard billing rates for the Indemtified Patty's professional time and expenses, 
including reasonable attorney’s fees, incurred in responding to such requests. 

KPMG shall have no liability to Oient. under any circumstances, for any special, 
incidental or consequential damages, including wt^out limitation toss of profits, even if 
IG^MG has been advised of the possibiii^ of such damages. 

KPMG’s maximum aggregate liabiii^ to Otent, whether a claim be in contract, tort, or 
otherwise, for all claims arising out of or relating to this engagement letter or any services 
rendered under this letter, shall be limited to fifty thousand dollars ($50,000). 

Client will not directly or indirwtly refer to KPMG or any of its affiliates in any primed, 
audiovisual, on-line or other advertiring or promotiona] material prepared or disuibuted by 
or for you without KPMG’s specific advance revie^w and prior written approval. The 
provisions of this paragraph shall survive the expiration of this Agreement. 

All of the provisions of this Section, entitled Limitation on Liability and Indemnification, 
shall survive indefinitely any termination or expiration of this AgrecmenL 

In the event that any term or provision of this Agreement shall be held to be invalid, void, 
or unenforceable, then the remainder of this Agreement shall not be affected, impaired or 
invalidated, and each such term and provision of this Agreement shall be valid and 
enforceable to the fullest extent permitted by law. 

This Agreement is to be consoled in accordance with the laws of the state of New York. 

Please sign the enclosed copy of this letter to confirm your agreement with all of the terms 
expressed in this engagement letter and return it to us within (lOj days. If you have any 
questions, please cal! me. 
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Very truly yours, 
KPMG LLP 


[WriterName] 

{Wrilerritle] 

Enclosure 


ACCEPTED: 

[AddressceName] 

Signature Date 

[If the Addressee is not an individual, add lines for all direct or indirect owners of 
addressee.] 
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ROUTING/REVIEW INSTRUCTIONS 

\KCl 

Jeffrey Eischeid, Atlanta 
Mark Watson, WNT 

business unit professional pracdce partner- rax 
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Unknown 


From: 

Sent: 

To: 

Cc: 

Subject: 


DeLap, Larry [!de!ap@KPMG.COM} 

Friday. March 31 , 2000 10:55 AM 

Springer, Mark A; Manth, Larry E; Galtx’eath, Phillip L 

Smith, Richard H (WNT); Pet^, Marsha F 

RE: S-corp Product 


Mark - 

The white paper is still purely a technical document. That is fine, but if the guidance 
below, and guidance that any sample legal documents are to be legended and provided only 
to the client's legal counsel for legal counsel's consideration in drafting the actual 
documents, is not in the white paper, it needs to be in another toolkit document. 

Larry 

> Original Message 

> From: DeLap, Larry 

> Sent: Thursday, March 23, 2000 10:22 AM 

> To: Springer, Mark A; Manth, Larry E; Galbreath, Phillip L 

> Cc: Smith, Richard H (WNT); Peters, Marsha F 

> Subject: RE: S-corp Product 

> 

> Mark - 

> 

> 1. Yes, it’s fine to note the highlighted sentence in the white paper. 

> 

> 2. I don’t think I have received the re-revised white paper and 

> PowerPoint presentation. 

> 

> 3. Provided all the relevant partners in WNT have signed off from a 

> technical standpoint, it's fine to discuss the strategy on the Monday 

> night call, provided it's made clear that the actual marketing is not 

> to start until the strategy has completed the approval process. 

> 

> Larry 

> 

> Original Message 

> From: Springer, Mark A 

> Sent: Thursday, March 23, 2000 6:34 AM 

> To: DeLap, Larry; Manth, Larry E; Galbreath, Phillip L 

> Cc: Smith, Richard H (WNT); Peters, Marsha F 

> Subject: RE: S-corp Product 

> 

> 

> Larry D. — Is it acceptable to you that the requirement you are 

> setting forth in the highlighted paragraph be incorporated into the wp 

> in such a way that members of the deployment team are (or should be) 

> fully appraised of this requirement? If not, how should such a 

> restriction be memorialized/documented and then communicated. 

> 

> Other than the issue below, have you completed your review of the wp 

> and ppt presentation...! know you are still waiting for the revised 

> (for your comments below) engagement letter. . .asking another way: can 

> we discuss the strategy on the upcoming Monday night call? 

> 

> Philip: Is the engagement letter still in your court? 

> 

> Mark Springer 

> KPMG Tax Innovation Center 

> 202 - 533-3076 

> maspringerSkpmg . com 


I Permanent Sabcomimt* **** «" Investlgationsl 

EXfflBIT#49 I 
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> Original Message 

> From; DeLap, Larry 

> Sent: Wednesday, March 22, 2000 6:51 PM 

> To: Manth, Larry E; Galbreath, Phillip L 

> Cc: Springer, Mark A; Smith, Richard H (WNT); Peters, 

> Marsha F 

> Subject: RE: S-corp Product 

> 

> Larry - 

> 

> That's great that the client would select the potential donee and 

> that the potential donee would do due diligence on the company. 

> 

> If we were engaged by the 401 (a), the team serving the 

> 401 (a) should be different than the team serving the S corporation and 

> its shareholder, and we should get a signed letter from each of the 

> parties acknowledging the dual representation and waiving any claim of 

> conflict of interest. 

> 

> Yes, I think we should explicitly state that the client needs to be 

> engage an independent qualified valuation firm and that the client is 

> responsible for paying that firm. We don't want to get technical in 

> the engagement letter, but we do need to make sure the appraiser can 

> meet the definition of "qualified appraiser" under section 1.170A 

> -13(c) (5). I think the term "independent qualified valuation firm” 

> should do the trick. 

> 

> 

> Larry 

> 

> Original Message 

> From: Manth, Larry E 

> Sent: Wednesday, March 22, 2000 7:41 AM 

> To: DeLap, Larry; Galbreath, Phillip L 

> Cc: Springer, Mark A; Smith, Richard H (WNT); 

> Peters, Marsha F 

> Subject: RE: S-corp Product 

> 

> Larry, in regards to the donee, we will ask the 

> client their particular preference from a list of municipal 401a’s 

> (there are over 1,000 in the US). Our preference is that the client 

> donate stock to a local 401(a), as opposed to e.g., someone from New 

> York giving to the LAPD, We will then contact the 401 and ask whether 

> they would like to receive a charitable contribution (and describe in 

> more details the stock they would be receiving) . If the client is in 

> the Los Angeles area, we would tell them that the LAPD has accepted 

> stock in the past and if interested, we would ask the LAPD (the LAPD 

> has engaged outside legal council that has opined on the holding of 

> S-corp stock) . We do not have any formal or informal agreement with 

> the LAPD. They are obviously in need of cash due to all of the 

> lawsuits being filed against them and the city (the more money the pension gets, the 
less the city has to pay into 

> the plan, and therefore the more the city will pay the LAPD directly) . 

> 

> About 1 in 4 of the 401 (a) 's that we have spoken 

> with are interested. Ail of them have also said that they need to do 

> their own due diligence on the company (e.g. making sure that the type 

> of company fits within their parameters) . Also, my understanding is 

> that we can be engaged by the 401(a) to express an opinion on OBIT and 
>115. We have not done anything with this yet, but if we are engaged 

> by the 401(a), I would anticipate that we would need to disclose this 

> to our client (maybe part of the engagement letter?) . 

^ Proprietary Materia! 

> In regards to the fee, we have been successful is ConfidenUality Requested 

> getting a fixed fee of 10% of the projected average taxable income 

> over two years. So if the S-corp expects to earn $4 million next year 

> and $6 million the following year, our fixed fee would be $500,000. 

2 


KPMG 0015739 



576 


If the S-corp earns more or less, our fee would still be $500,000, 
non-ref undable . 

With respect to the valuation, since we are not 
doing the valuation work, should we state that a valuation needs to be 
done by an independent qualified valuation firm? Or some type of 
language such that the client would not use, e.g. his brother-in-law. 

Larry 

Original Message 

From: DeLap, Larry 

Sent: Tuesday, March 21, 2000 4:57 PM 

To: Galbreath, Phillip L 

Cc: Springer, Mark A; Manth, Larry E 

Subject: FW: S-corp Product 

Phillip - 

I think that the engagement letter needs to 
explicitly state that the client needs to engage legal counsel to 
advise on non-tax legal aspects of the transaction and to draft 
required legal documents. 

I suggest you have the WNT TCS group look at the 
letter to see if they have any suggestions to add a greater business 
purpose/economic substance concern. 

My principal concern lies with how we introduce the 
donee to the client, whether we may have an "alliance" relationship 
with the donee (particularly if a particular donee participates in 
multiple transactions}, and whether we should have some sort of 
written agreement with the donee if deemed not to be an alliance. 

Larry Manth can discuss those particular issues with me, but it seems 
to me the Scope of Services should say something about how we help the 
client select the donee. 


> fixed fee? 


In the absence of an ICV, how do we establish the 


Presumably, a valuation will be needed to establish 
the amount of the charitable contribution. Shouldn’t engagement letter 
say something about need for a valuation? 

The "restriction on use" language needs to be 
changed from "will not be provided" to "may not be relied upon”. 


Larry 

— Original Message 

From: Galbreath, Phillip L 

Sent: Monday, March 20, 2000 4:28 PM 
To: DeLap, Larry 

Subject: FW: S-corp Product 

Please see messages below. I know you are already 
aware of this strategy and may have already reviewed some of the 
related materials. I received and responded to questions raised by 
Chris Galer 

(DPP-Assurance) last week. Based on the messages below, Larry Manth will 
be sending the whitepaper and powerpoint presentation directly to you. 
Attached below is the sample engagement letter- Please review and provide 
me with your comments- At this point, there will be no Tax Solution Alert 
or other toolkit documents. 

Proprietary Material 
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Phillip Galbreath 

KPMG Tax Innovation Center 

Phone: 202.533.4162 

Fax: 202.533.4163 

Mai ITo : pgalbreagkpmg . com 


> Original Message 

> From: Manth, Larry E 

> Sent: Monday, March 20, 2000 5:08 PM 

> To: Springer, Mark A; Galbreath, Phillip L 

> Cc: Kelliher, William B; Smith, Richard H (WNT) ; 

> Atkin, Andrew S? Duncan, Douglas P; Huber, Robert; Bailine, Richard W 

> Subject: RE: S-corp Product 

> 

> Mark and Phillip, I believe that we have sent the engagement letter 

> to Larry DeLap. Also, we do not plan on using an ICV letter. I 

> believe the only missing item is the powerpoint presentation. We are 

> just about complete (I still have not heard from the Southeast 

> regarding a product champion) . We are working on an updated technical 

> write-up covering the assignment of income issues, changing the put 

> arrangement (Richard Bailine), and deleting 501(c) (3)*s. Please let 

> me know if we are missing anything. Thanks, Larry 

> 

> Original Message 

> From: Springer, Mark A 

> Sent: Monday, March 20,* 2000 1:37 PM 

> To: Manth, Larry E; Galbreath, Phillip L 

> Cc: Kelliher, William B; Smith, Richard H (WNT) ; 

> Atkin, Andrew S; Duncan, Douglas P; Huber, Robert; Bailine, Richard W 

> Subject: RE: S-corp Product 

> 

> 

> I believe this leaves as the only open item the 

> assignment of income issues. 

> 

> Larry: Assume you are working directly w/ Mark 


Philip: Are the other toolkit items (eng letter, 
ICV letter) ready to go to Larry DeLap w/ formal request for review 
and approval to deploy the solution? 

Mark Springer 

KPMG Tax Innovation Center 

202-533-3076 

maspringer0kpmg.com 

Original Message 

From: Manth, Larry E 

Sent: Monday, March 20, 2000 3:42 PM 
To: Bailine, Richard W; Kelliher, William B 

Cc: Smith, Richard H (WNT); Springer, Mark A; 

Atkin, Andrew S; Duncan, Douglas P; Huber, Robert 
Subject: RE; S-corp Product 

Richard, we will send you a draft of a pledge for 
your review, thanks, Larry 

Original Message 

From: Bailine, Richard W 

Sent: Monday, March 20, 2000 12:40 PM 

To; Bailine, Richard W; Kelliher, William B; 


> Manth, Larry E 


Cc: 


Smith, Richard H (WNT) ; Springer, Mark A 
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> Subject: RE: S-corp Product 

> 

> Folks — One point I should have made clear. While I 

> have no problem with the timing of the shareholders funding of the 

> pledge being stretched out, one thing that can NOT happen is that the 

> funding can NOT be tied to, or contingent upon, the receipt of 

> distributions {or the existence of profits etc) from the S Corp. To do 

> so would simply resurrect all the issues we just eliminated. Thanks. 

> 

> Original Message 

> From: Bailine, Richard W 

> Sent: Monday, March 20, 2000 3:34 PM 

> To: Kelliher, William B; Manth, Larry E 

> Cc: Smith, Richard H (WNT) 

> Subject; RF.: S~corp Product 

> 

> Larry — Bill Kelliher and I had lunch today and 

> discussed this business solution idea. We are in agreement that having 

> the Put to the S Corp at FMV as of the date of exercise of the Put 

> with a shareholder pledge to Exempt-Org as suggested in my March 16th 

> email below will enhance the technical aspects of this solution. 

> 

> I would think that the economics of having the 

> shareholder make this pledge would not be materially different {in 

> most 

> cases) than having the S Corp do so. One would think the major wealth 

> component of most S Corp shareholders is their S Corp stock and, 

> ultimately the source of the funds to make this pledge (if funding should 

> ever be necessary) would be from the S Corp. I have no'problem with the 

> shareholders pledge stretching over more than one year to facilitate a 

> smooth cash flow. Thus, one will not know for two years (i.e. the expected 

> timing of the exercise of the Put) whether funding the pledge will be 

> necessary. Assume such funding is necessary, I have no problem with the 

> shareholders' pledge saying "I will fund this amount over 2 years (or 3, or 

> 4 etc years)". This cash flow timing should be worked out between the 

> Exempt-Org and the shareholder and be mutually agreeable to them. All I am 

> interested in is that this "pledge/guaranty" does not come from the S Corp 

> so that in its capacity as an S Corp shareholder, Exempt-Org has no 

> downside protection vis-a-vis the stock ownership and no right to a 

> preferential distribution. Rights, if any, come from an individual, not 

> the corporation. 

> 

> With these changes, I approve the Sub Chapter C 

> aspects of this business solution. Thanks to all for your valuable 

> input and helping to achieve the overall desired results 

> 

> Original Message 

> From: Kelliher, William B 

> Sent: Monday, March 20, 2000 2:53 PM 

> To: Manth, Larry E; Bailine, Richard W 

> Cc: Smith, Richard H (WNT) 

> Subject: RE: S-corp Product 

> 

> It's correct (reg. sec. 1. 1368-2 (d) (1) (i) ) . 


Original Message 

From: Manth, Larry E 

Sent: Monday, March 20, 2000 9:35 AM 

To: Bailine, Richard W; Kelliher, William B 

Cc: Smith, Richard H (WNT) 

Subject: RE: S-corp Product 


Material 

ConfldentialityRagues,^ 


> Richard, I like your suggestion on the put. If you 

> think it strengthens our case, all the better! From the S-corp side, 

> since most shareholders think the company is going up in value, they 
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should not care. The practical concern is if the company decreases in 
value and the shareholder has to pay cash to the tax-exempt — will 
the shareholder have enough cash to make the payment if they had not 
been paid distributions for two years? Perhaps we could extend the 
pledge for a year longer than the put. 

With respect to the AAA reduction# Bill can confirm 
this, the example on page 8 is correct. 

Also, with respect to OBIT issues, the tax-exempts 
we are dealing with are using section 115 to exclude the income from 
UBTI, so they are not concerned about OBIT. 

Thanks, Larry 


Original Message 

From: Bailine, Richard W 

Sent; Thursday, March 16, 2000 4:06 PM 

To: Manth, Larry E; Kelliher, William B 

Cc: Smith, Richard H (WNT) 

Subject: RE: S-corp Product 

Larry/Bill — I think we need to talk in re the 
following issues. 

Pg 8 of the opinion states that S Corp will reduce 
AAA by 90% (or some $7.2 million) even though the amount paid out in 
redemption of stock is a mere $1.3 million. Is this correct? 

More importantly, I continue to be concerned that a guaranteed PUT 
right has the potential effect of giving IRS an argument that no stock 
has been given to Exempt-Org as Exempt-drg has no downside. More over, 
as this right to get a guaranteed FMV price runs from the S Corp to 
Exempt-Org, even if exempt-Org is deemed to be a shareholder why don't 
we have a second class of stock issue as Exempt-Org certainly has 
distribution rights that differ from, and are superior to, those of 
the other shareholder. 

Can we solve all this as follows; 

(i) Assume the S Corp stock has a value of $1.3 
million on the date of the gift to Exempt-Org. 

(ii) Give Exempt-Org a right to Put the stock back 
to S Corp at FMV as of the date the Put is exercised. 

(iii) Have Shareholder make a pledge to Exempt-Org 
such that he will contribute an amount of money equal to the amount, 
if any, that any Put proceeds received by Exempt-Org are less than 
$1.3 million. 

In this way, Exempt-Org is assured of getting the 
cash BUT the assurance does not come from S Corp. Shouldn't this 
eliminate the above concerns. Doesn’t it also have the effect of 
helping Exempt-Org; to wit, if the Put is exercised at $i million then 
Shareholder must give $300,000 to Exempt-Org- Isn’t this $300,000 
clearly a charitable gift so that Exempt-Org has no OBIT issues 
whereas the redemption proceeds -may be UBIT. 


Thoughts. Let's talk on Friday. 

Original Message 

From: Manth, Larry E 

Sent; Wednesday, March 15, 2000 12:53 PM 
To: Bailine, Richard W 
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Cc: Smith, Richard H (WNT); Galbreath, Phillip 

L; Springer, Mark A; Peters, Marsha F; Atkin, Andrew S; Duncan, 
Douglas P; Huber, Robert 

Subject: S-corp Product 

Rick, please see ray comments below. 

Thanks, Larry 

Original Message 

From: Galbreath, Phillip L 

Sent: Monday, March 13, 2000 4x49 PM 
To: Manth, Larry B 

Cc: Smith, Richard H (WNT); Springer, Mark A; 


> Peters, Marsha F 


Subject: 


FW: S-CAEPS 


> Below are Rick Bailine’s cororaents relating to the 

> Sub C issues in the S-CAEPS whitepaper. 

> 

> Phillip Galbreath 

> KPMG Tax Innovation Center 

> Phone; 202.533.4162 

> Fax: 202.533.4163 

> Ma i 1 To : pgalbrea@ kpmg . com 


> Marsha F 


Original Message 

From: Bailine, Richard W 

Sent: Monday, March 13, 2000 7:29 PM 

To: Galbreath, Phillip L 

Cc: Bloom, Gilbert D; Springer, Mark A; 


Subject: 


RE: S-CAEPS 


> Phillip — I have read the attached and have the 

> following comroents related solely to Sub Chapter C. 

> 

> 1. This appears to be little more than a old give 

> stock to charity and then redeem it play and as pointed out in the 

> write-up at footnote 51, the IRS has, for the most part, thrown in the 

> towel on these (despite a strong record in court) . Having said this 

> please read on. 

> 

> . [Manth, Larry E} Yes, very similar, but during the 

> time the tax-exempt owns the stock it will be allocated 90% of the 

> income, be paid no distributions, and be redeemed for a small value. 

> 

> 2. I think the section 269 discussion is weak. It 

> seems clear to roe there is an acquisition of control by Exempt-Org as 

> it acquires 90% of the number of shares of the S Corp and even if 

> discounted at 35% (which would be questionable I think) for lack of 

> voting rights as discussed in the write-up at footnote 4, this 90% of 

> the number of shares should have >50% of the value of the S Corp (90% 

> times 65%=58.5%). Thus, I think the argument is that (i) Exempt-Org 

> receives no tax benefit from the acquisition of control, its tax 

> benefits stem from its status under section 501 and (ii) the S Corp 

> gets no tax benefit from the acquisition of control as its tax 

> benefits stem from its status under section 1361 et seq. Thus, the 

> acquisition of control is not material to any tax benefit. The 

> write-up does go down this path but spends more time arguing that 

> there is no acquisition of control which I think is a mistake. Also, 

> the write-up speaks in very conclusive terms when it should be using 

> words like "should not apply" as opposed to "...section 269 does not 

> apply...". See page 7. 
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> [Manth, Larry E] See revised technical paper 

> attached. Please note that the way the transaction is structured, the 

> non-voting stock will not be greater than 50% of the value of the 

> S-corp (the warrants significantly dilute the value) . 

> 

> 3. My biggest concern is the redemption right given 

> to Exempt -Org; why does this right guaranty Exempt-Org will receive 

> cash equal to the greater of FMV at time of redemption versus FMV at 

> date of gift? This right takes all downside risk away from Exempt-Org 

> and one of the hallmarks of ownership is that the owner inherits the 

> "benefits and burdens" of ownership. By relieving Exempt-Org of the 

> burden of downside risk are we not allowing IRS an alternative 

> argument that Shareholder did NOT give S Corp stock to Exempt-Org, 

> rather what was truly given was a right to a fixed amount of cash plus 

> a SAR (Stock Appreciation Right). 

> 

> At page 11, the write-up discusses the potential 

> issue that the warrants may be stock and in this light looks at Rev 

> Rul 82-150. As for the analysis on this point, I think the write-up is 

> fine but this revenue ruling also clearly tells us that if one is to 

> be viewed as the owner of equity, one must assume the risks associated 

> with equity ownership. Traditionally, one such risk is the risk the 

> equity investment will decrease in value. Exempt-Org has no such risk 

> and, therefore, arguably may not be viewed as an equity owner. 

> 

> Moreover, why is this downside protection either 

> necessary or desirable? I would think giving Exempt-Org a right to 

> demand redemption (i.e. a "put") at FMV as of the date of exercise of 

> the put, is more in keeping with the desires of Shareholder and 

> Exempt-Org gets a windfall even if it get one cent! It would also seem 

> that put at FMV as of date of exercise is truly in keeping with the 

> requirements of Trees Reg 1.1361-1(1) (2) (iii) . See footnote 20, page 


{Manth, Larry E) The reason we guarantee the 
tax-exempt a minimum is that there is a potential burden — federal 
taxes. It is not a certainty that the tax-exempt is totally exempt 
from tax on holding the stock. Also, very few tax-exempts would ever 
take this stock because of. the UBIT concerns. So we are using the 
floor as an incentive for the tax-exempts to take the stock. 

Hopefully the discussion under economic substance regarding beneficial 
ownership on pages 12 through 19 will suffice in addressing your 
concerns on ownership issues. 


« File: S_Corp_Strategy.doc » 


Let's chat. 


Original Message — 

From: Galbreath, Phillip L 
Sent: Monday, March 13, 2000 2:46 PM 
To: Bailine, Richard W 

Subject: FW; S-CAEPS 


Attached below is the most recent version of the 
S-CAEPS whitepaper. As I was telling you, this Tax Solution is 
getting some very high level (Stein/Rosenthal) attention. Please 
review the whitepaper as soon as possible and provide your comments to 
Larry Manth directly. Please copy Richard Smith, Mark Springer, Marsha Peters 
on your message to Larry. Thanks for your help. 
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Phiiiip Gaibreath 
KPMG Tax Innovation Center 
Phone: 202.533.4162 
Fax: 202.533.4163 
MailTo: pgalbrea@kpmg.com 


> Original Message 

> From: Manth, Larry E 

> Sent: Sunday, March 12, 2000 10:35 AM 

> To: Watson, Mark T; Smith, Richard H (WWT) ; 

> Rosenthal, Richard P; Springer, Mark A; DeLap, Larry; Gaibreath, Phillip L 

> Cc: Atkin, Andrew S; Duncan, Douglas P; Huber, 


Subject : 


RE: S-CAEPS 


> one separately. 


Mark, thanks for your comments. I will address each 


1) Assignment of Income Issues. We have included 
an additional paragraph under the assignment of income section. But 
also see the economic substance arguments. Bill Kelliher 
substantially enhanced that section and it addresses many issues, 
including beneficial ownership and income allocation. 

2) No charitable or gift tax deduction and 
reallocation of income back to original shareholders. Again, I think 
the economic substance arguments cover these issues. But I am not 
convinced that the Service would be successful in disallowing a 
charitable deduction. After the transaction, the tax-exempt will have 
cash based on the fair market value of the stock. It does nothing but 
hold the stock. The split-dollar transactions have the tax-exempt buy 
insurance. Also, this transaction is quite similar to the charitable 
FLP. Is this a concern for that transaction as well? 

3) Per Larry DeLap’s E-mail, we are not discussing penalty issues. 

4) Self-Dealing Issues. We have inserted a 
discussion on section 4958, drafted by our EXO-Tax group in’D.C. We do, 
however, plan on using only 401's. 

Larry 

« File: S_Corp_Strategy.doc » 


> Rosenthal, 


From: 

Sent: 

To: 

Richard P; 


Subject: 


-Original Message 

Watson, Mark T 

Friday, March 10, 2000 8:24 AM 
Manth, Larry E; Smith, Richard H (WNT); 

Springer, Mark A; DeLap, Larry; Gaibreath, Phillip L 


S-CAEPS 


OK. I have reviewed the revised S-CAEPs white paper 
and I am still not convinced that the assignment of income issues 
associated with this strategy and the ramifications of Notice 99-36 
have been adequately addressed and/or considered. The assignment of 
income discussion in the white paper is very brief and contains little 
case law analysis. While the conclusion reached in the white paper on 
this matter may very well be correct, the brief discussion contained 
in the white paper does not give me a tremendous amount of comfort 
that all of the relevant cases and rulings have been considered, 
particularly wrt whether or not the Shareholder is assigning the S 
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> More importantly, the paper's discussion of Notice 

> 99-36 seems to miss the point. Yes, we can certainly distinguish the 

> S-CAEPS transaction from the transaction that was the subject of 

> Notice 99-36, but my point in raising Notice 99-36 is to make sure 

> everyone is aware of the potential downside of this transaction. If 

> the Service comes after the S-CAEPS transaction the way it attacked 

> the Charitable Split-Dollar transaction (and I believe Notice 99-36 

> and the recent section 643(a)(7) regulations indicate it will), 

> clients who enter into the S-CAEPS transaction could be faced with a 

> situation where: (1) they don't get an income OR gift tax charitable 

> contribution deduction for the contribution of the S-Corp stock to 

> charity (and, thus, they may incur a substantial gift tax liability); 

> and (2) they are required to recognized all or most of the S corp’s 

> earnings. Further, as stated in Notice 99-36, the Service may attempt 

> to impose a variety of penalties on the participants in this 

> transaction (including KPMG) including the penalty under section 6701 

> for aiding and abetting the understatement of tax liability. Finally, 

> the white paper contains no discussion as to why the Service cannot 

> claim the S-CAEPS transaction involves private inurement, an 

> impermissible private benefit, or self dealing, ail issues raised in 

> Notice 99-36. Perhaps if the "Exempt-Org" is a section 401(a) entity rather than a 
section 501(c) (3) entity these issues go away. If so, the 

> white paper should so indicate. 

> 

> Mark T. Watson 

> Partner 

> KPMG - Washington National Tax 

> 202-533-3092 (phone) 

> 202-533-8451 (fax) 

> 
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Unknown 

From: DeLap, Larry [Welap@KPMG.COM] 

Sent: Tuesday, April 11. 2000 7:52 PM 

Subject: S-CorporaUon Charitable Contribution Sti'ategy (SC2} 



Sa_&>gage.doc SC2_RisK_^lysis. 

(40 KB) doc (25 KB) 

«Corporate_fonns2.<3oc» «SC2_Engage.doc» «SC2 

_Whitepaper . doc» 

«SC2_Risk_Analysis . doc» «SC2_TSA. DOC» 

Attached are a white paper and approved engagement letter for the S-Corporation Charitable 
Contribution Strategy (SC2}and an upcoming Tax Solution Alert. 

The strategy involves the transfer of a substantial portion of S corporation stock to a 
section 401(a) governmental pension plan, with the intention that such stock be redeemed 
from the pension plan after about two years. The intent that is that most of the earnings 
of the S corporation would be allocated to the pension plan during the period it owns the 
S corporation stock, but relatively little of the earnings would be distributed during 
that period. 

This is a relatively high risk strategy. You will note that the heading to the preapproved 
engagement letter states that limitation of liability and indemnification provisions are 
not to be waived. On a showing of good cause, appropriate modifications to the standard 
limitation of liability and indemnification provisions can be made. You will also note 
that the engagement letter includes the following statement; 

You acknowledge receipt of a memorandum discussing certain risks associated with the 
strategy and represent that you have read and understand the matters discussed in that 
memorandum. . 

It is essential that such risk discussion memorandxim (attached) be provided to each client 
contemplating entering into an SC2 engagement. 

It is not contemplated that we would be engaged by the section 401(a) governmental pension 
plan that is the recipient of the S corporation stock. However, if we were engaged by the 
401(a), the team serving the 401(a) should be different than the team serving the S 
corporation and its shareholder, and we should get a signed letter from each of the 
parties acknowledging the dual representation and waiving any claim of conflict of 
interest. 

Sample legal documents are planned to be used by the deployment team. As indicated on the 
attached, such sample documents are to be provided only to the client’s legal counsel for 
legal counsel’s consideration in drafting the applicable documents. The sample documents 
are not to be provided directly to the client. 


Larry 
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From: Manth, Larry E 

Sent: Saturday, August 18, 200 ^ 3:26 PM 

To: Resnick, Joel ; Walker, Chales R (US/Chicago): Engel, Greg A; Smith, Jerry 

N; Magee, Michael ; Ha^ror, Daryt J; Schrier, John V 
Cc: Duer. Waiter M 

Subject: RE: New Solutions-WNT 

Joel, based on the feedback I have received from our Stratecon people In the West, the following 
are the types of sdutions that we believe cai be successful in the West region marketplace: 

1) NOL Monetization solutions. We have a number of companies large NOLs, including 10 
large Alaska Native Corporations as cliente with over $1 billion of NOLs which will begin to expire 
in 2 years. Such solutions could include the 'sale" of an NOL to a taxpaying entity through a joint 
venture or a consdidated structure, ways to refresh NOLs by moving/squirting the NOL into 
basis, and strategies to drcumvent the change of ownership rules under 382. 

2) Ordinary Income Shelterir^ Solutions. We believe there is a large appetite to shelter ordinary 
Income without the tax rehjrn exposure of loss generators. Fw example, as mentioned above, a 
joint venture strategy vN^i^-eby income Is shifted to an NOL party would nd expose the company 
on Its tax return to a "loss". We have found that companies prefer "stealth" tj^ solutions with 
respect to their tax returns. Depreciation and/or amcxiization enhancements are particulady of 
interest. Perhaps there are strategies around the anti-churning rules of 1 97, to enaWe a company 
to write-off certain intangibles through amortization deductions. 

3) SC2 Basis Enhancer. Beginning in December of this year, companies that have Imf^emented 
SC2 will be redeeming the stock from charities. The cash earned by these companies. If 
withdravwi, will be subject to capital gains and/or ordin^ income tax. Based on the deals 
axnpleted to date, we estimate that there will be over $1 billion of earnings built-up in these 
ccMTipanies at redemption. The shareholders win most likely want access to the cash (especially if 
we could get it to them tax-free). If we oxild design a strategy to increase the shareholders' 
outside lax basis, we believe there Is significant opportunity. $1 billion at an average lax rate of 
25% is $250 million of potential tax. If we charged a 1 0 - 1 5% fee based on tax savings, our fees 
could easily exceed $25 million in a two year period. And these folks are buyers!!! 

4) Tax Efficient Structuring for Acquisitions. We have a number of private equity funds here in 
the West and would like to have a suite of strate^es that can effectively allow for structuring on 
the front-end which will provide for a tax efficient exit. This would give us a leg up on the 
competition, allow for our M&A group to get involved, and potentially allow for us to bid on the 
audit work. We see this as more of a strategic, tong term benefit than quick hits. But we believe 
Vi^h the number of private equity funds in the West and the number of portfolio companies they 
own, this could provide access for many of our strategies Into the portfcrflo companies. 

Thanks for the opportunity to provide you with our feedback. 

Please call me with any questions. 

Thanks, 

Larry 

213-630-8101 

Ori^nal Message — 

FriMn: Resruck, Joel 

S«it: Thursday, August 16, 2001 9:07 AM 

To: Walker, Charles R (US/Chicago); Engd, Greg A; Manth, lany E; Smilh, Jerry N; Magee, Michael ; 

Haynor, Daryl J; Schrier, John V 
Cc Duer, Walter M 

Subje^ New Sdutions-WNT 


Proprietary Material 
Connaeatiality Requested 


EXHIBIT #51 


KPMG 0026894 




586 


I will be meeting with some WNT partners ai Tuesday (8/21) io discuss what types of solutions 
{aside from structured and cross border financing or teasing) Stratecon needs in the near future. 
Your thoughts would be appreciated as to ttte t^es of things you believe could be successfully 
marketed if the solutions were availaWe. Ptease get your thoughts to me by close of business 
Monday (8/20). 

Thanks 

Joel 

Jod ResnIck 

KPMG-Chicago 

312-665-2007 

e-mail-Jresnlck@KPMG.com 

fax-312-666-6079 


KPMG 0026895 
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Page 2 of 2 


Robert E. Huber 
kpmg 

355 Soutii Grand Avenue 
Suite 2000 

Los Angeles, CA 90071 
(213) 630-5378 (phone) 
(213) 630-2279 (fax) 
rehuber@kpragcom 


The infonnation in this e-mail is confidential and may be legally privileged. It is intended solely for the addressee. 
Access to this e-mail by anyone else is imauthorized. If you are not the intended recipient, copying, distribution or 
any action taken or omitted to be taken in reliance on it, is prolubited and may be unlawful. WheE addressed to 
our clients any opinioi^ or advice contained in this e-ihail are subject to the tmns and conditions expressed in the 
governing KPMG client engagement letter. 


Outlook Header Information 

Conversation Topic: SC2 Client 
Subject: RE: SC2 Client 
From: Kelliher, Wfiliam B 
Sender Name: Kdliher, William B 
To: Huber, Robert 

DdiveiyTime: 10/19/2001 8:14:10 AM 

Creation Time: 10/19/2001 8:14:10 AM 

Modification Time: 10/19/2001 8:14:11 AM 

Submit Time: 10/19/2001 8:14:11 AM 

Importance: 101 

Priority: 100 

Sensitivity: 100 

Flags: 101 

Size: 106219 
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M5SBP 

Tax Innovation Center 
Product Idea Submission Form 

Submit to: “US TAXHOT PRODUCTS” Outlook mailbox. 

From (Idea Submitter): Larry Manth, Andrew Atkin, Douglas Duncan, and Robert 
Huber 

Office: Los Angeles 

Suggested idea name/brief description: S-Corporation Charitable Contribution and 
Estate Planning Strategy (“S-CAEPS”) 

Date submitted: January 3 1 , 2000 

Check primary product group: XXX Federal Q PFP Q SALT Q lES Q IS 
Identify other affected product groups: PFP 


This Product Idea Submission Form is designed to assist in lechnicai and market screening and 
prioritizing the development of new product ideas. The submitter may need to spend 3 to 8 hours 
of due diligence on a new idea before submitting this form. 


1. Please explain the idea in detail, including how client savings are achieved: 

See Attached Memo 

2. What do you believe are the tax, business, and financial statement benefits of the 
idea (please list using bullets): 

• Tax Elimination, conversion, and deferral 

• Enhanced cash flow 

• Philanthropic benefits 

3. Please list the transaction steps (if applicable): 

See Attached Memo 

4. Please include/attach a schematic of the idea (if applicable): 

N/A 

5. To which tax jurisdictions (countries, states) do you believe the idea applies? 

Federal and all states (this is an S-corporation idea) 

6. Please summarize any federal, state, and foreign tax technical support. (If possible, 
list the applicable cites that support the idea’s technical premise. Please attach related technical memoranda 
already produced.) 

See Attached Memo 

7. Please list any unresolved tax Issues of which you are aware: 

See Attached Memo 

Proprietary Material 
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ISiP 

Tax Innovation Center - Product Idea Submission Form 

8. If the strategy has been delivered to a client, please attach copies of client 
deliverables (memos, excel spreadsheet, etc.). 

We completed two transactions by 12/31/99 and have not yet finalized the deliverables 

9. Please help us detefmine whether this idea will meet the Tax Product 
Development Revenue Threshold by providing the following, to the extent yon can: 

a. List the optimal target characteristics: 

S corporations with taxable income > $2 million and less than 5 shareholders 

b. List the key target markets: 

All large cities 

c. Identify the typical buyer (e.g., CEO, CFO, Tax Director): 

Owner/CEO 

d. Estimate an average tax fee per engagement for this idea: 

Minimum fee of $300,000 (the projects we completed had an average fee of 
approximately $600,000). 


THANK YOU for taking the time to submit your idea. 
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April 24, 2000 
FYOO-28 


Internal Use Only - Not for Distribution or Circulation Outside the Firm 


S’Corporation Charitable Contribution Strategy 


Digest 

S-Corporation Charitable Contribution Strategy is designed to enable shareholders of 
S-corporations to make charitable contributions in a tax-efficient manner, without the immediate 
outlay of cash, and enhance S-corporation cash flow for business growth and expansion. 
S-Corporation Charitable Contribution Strategy is structured as a fixed-fee engagement. Due to 
the complexity of this strategy, it must be implemented only with the assistance and supervision 
of the National Deployment Team. The members of the team are listed in this Tax Solution 
Alert. 

This Tax Solution Alert and any toolkit items that are generally available to all tax professionals 
can be found on the Tax Innovation Center’s Homepage. Please note that toolkit items may be 
updated and improved and new items added periodically. Tax professionals should check the 
Tax Innovation Center’s Homepage for the most recent versions of toolkit documents. 

Solution Profile 


An S-Coiporation Charitable Contribution Strategy engagement will generally include the 
following components: 

• Benefit Analysis - KPMG will assist the client in analyzing the potential benefits of 
implementing the strategy. 

■ • Implementation - KPMG will assist the client, the client’s legal counsel, and an outside 
valuation firm in implementing the strategy. 

• Tax-Exempt Organization ~ KPMG will advise the shareholders relative to selection of an 
appropriate tax-exempt organization to receive the charitable contribution. 
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• Tax Opinion - KPMG will issue a tax opinion on flie strate©'. 

Recent Success Stories 

S-Corporation Charitable Contribution Strategy has been successfully implemented for several 
clients in a variety of industries. Re(^tly, the strategy was implemented by a homebuilder for a 
fee of $ 1 .5 million, a real estate company for a of $ 1 million, and a profitable Dot.com 
company for a fee of $2 million. 

Optimal Target Characteristics 

An optimal target for S-Corporation Charitable Contribution Strategy has the following 
characteristics: 

• S Corporation or entity willing and able to convert to S status; 

• Less than six shareholdere; and 

• Greater than $2.5 million in projected annual taxable income for the next two years. 

Typical Buyer 

This solution is best marketed to the shareholders or owners directly. 

Pricing and Fee Arrangements 

S-Corporation Charitable Contribution Strategy engagements are priced on a fixed fee basis. Our 
experience with similar engagements has been that the fixed fee generally has approximated 10% 
of the expected average taxable income of the S Corporation for the two years following 
implementation. The minimum fee is $250,000. 

To maintain consistency in the pricing and delivery of S-Corporation Charitable 
Contribution Strategy, the terms of all engagements must be approved by a member of the 
S-Corporation Charitable Contribution Strategy National Deployment Team (identified 
below). 

Service Delivery 


Members of National Deployment Team are: 
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Tax Solution ^/er/ 

FYOO-28 

Pages 


National 


I-^any Manth 

Partner, National Deployment 
Champion 

Los Angeles 

(213) 630-8101 

Andrew Atkin 

Manager 

Los Angeles 

(213) 955-8830 

Robert Huber 

Manager 

Los Angeles 

(213) 630-5378 

Doug Duncan 

Manager 

Los Angeles 

(213) 630-5376 

Northeast 

John Schrier 

Partner, Area Deployment 
Champion 

New York 

(212) 872-5906 

Midatlantic 

Tim Speiss 

Partner, Area Deployment 
Champion, 

Philadelphia 

(215)299-5053 

Southeast 

Councill Leak 

Partner, Area Deployment 
Champion 

Charlotte 

(704) 371-8135 

Southwest 

MikeTerraciiia 

Partner, Area Deployment 
Champion 

Houston 

(713)319-2293 

Midwest 

Craig Pichette 

Partner, Area Deployment 
Champion 

Chicago 

(312) 665-5267 

West 

Mark Hutchison 

Partner, Area Deployment 
Champion 

Warner Center 

(818) 227-6904 


Assessment of Competition 
Key Competitors: 

Althou^ we believe that the other Big Five and law firms have the ability to deliver similar 
services, we are not aware of another firm that has developed such a solution. 

Toolkit Documents 


The solution toolkit that has been created to assist you wife marketing and delivering 
S-Corporation Charitable Contribution strategy ^gagcments is available through TSA FY 00>28 
found on the Tax Innovation Center’s Homepage . The toolkit contains the following item: 

• Internal Solution Overview Presentation 

Additional toolkit items are available only to members of the S-Corporation Charitable 
Contribution Strategy National Deployment team. 
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Action Required by the Client Service Professional 

An initial target list for S-Corporation Charitable Contribution Strategy has been provided to all 
tax partners. Please consult the initial target list to identify those companies with which you h^ve 
a relationship. If you have a relationship with a target or are aware of other clients and targets 
that fit the S-Coiporation Charitable Contribution Strategy target profile, please contact one of 
the National Dq>ioyment Team members named above to discuss action steps for introducing S- 
Corporation Charitable Contribution Strategy. 


Distribution: 

U.S. Partners 

Assurance Senior Managers and Managers 
All Tax Prof^ionals 


Tax Solution Alert is a periodic publication of KPMG’s Tax Practice and is edited by 
Mark A. Springer, Partncr-in-Chargc, and Marsha Peters, Partner, of the 
Washington National Tax - Tax Innovation Center. For more information on 
KPMG’s tax solutions, visit the Tax innovation Center^s Homepage at 
http://taxkm.us.kworld.kpmg.co1n/homepa2es/tic/index.htm . 

The information contained In Tax Solution Alert is general in nature. Any technical 
discussion is based on authorities that are subject to change. The reader is 
responsible for evaiuating and determining the applIcabUity of the information 
contained herein to specific facts and situations. Additional due diligence to assess 
the viability of any strategy, Issue, or opportunity presented in Tax Solution Alert is 
required. 
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Draft PDC Talk Points 6/19 
S-Corporation Charitable Contribution Strategy 


Who to Contact: 

Owner or CFO 

Opening: If you reach an assistant 

• Greeting and introduction 

• This is with KPMG’s Tax Practice, i was wondering if you could help me? 

• State purpose of the call 

• The KPMG Tax practice has an innovative tax strategy that could potentially benefit closely-held 
companies like yours, but I have a couple of questions for decision-makers name to make sure 
this is a good fit with your company’s situation. Would decision-makers name have five minutes 
to speak with me? 

• Make effort to speak directly with the decision maker or arrange a time which is convenient to call 
back 

Owner/CFO Opening: 


• Greeting and introduction 

• This is with KPMG's T ax Practice, 


• State purpose of the call 

• We have an innovative tax strategy that could potentially benefit closely-held companies like 

. May I ask you a few questions to make sure we have a good fit with your 

company's situation? 


Qualifying Questions: 

1 . ) Confirm that the company is an S-corporation (It not, but a C-coqjoration go to the CREW P 

qualifying questions at the bottom of the page). 

2. ) Ascertain the number of stockholders in the company (need to have 5 or less controlling 90% 

of the stock) 

(If more than 5 go to the non-appointment close) 

3. ) Confirm expectations for the corporation's net income (at least $3.3 million annually for the 

next 2-4 years) 

(If “no" go to the non-appointment close) 
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Appointment Close for SC2: 

• Confirm that it appears there is an opportunity to hold further discussions 

• Based upon the information you shared with me, it sounds like your corporation could benefit 
from our tax strategy. 

• Schedule an appointment 

• I'd like to schedule a time when our Tax Sen/ice Professional . could call to 

discuss the strategy with you, further. Which would be better for you, day o r day. Time or time? 

• Thank decision-maker for his/her time. 

Non-appointment Close for SC2: 

• Indicate that it appears there is not an opportunity for further discussion regarding this strategy 

• Based upon what you've fold me, it does not appear that your corporation could benefit from our 
tax strategy. 

• Reaffirm KPMG’s commitment to share future opportunities with the decision-maker 

• KPMG has other tax strategies that may be a better fit for your company. May we contact you 
again in the future regarding these opportunities? 

• Thank decision-maker for his/her time. 


CREWP 

Qualifying questions: 

1) Confirm that the company is in a tax-paying situation 

2) Ascertain whether they are distributing significant earnings (confimi that the distribution 
exceeds $15 mlilion this year) 
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Messase0024 


RE: Florida S corporalion search 


From;iUS-GoSystem Administration 


Date:ll3/6/200 1 1 1 :43 :26 AM 


To: [Atkin, Andrew S 


CC: Horan, James L; Reach, Gary; Brody, Evan J; Leak, Councill; Messing, Steven .G; Manth, 
ilLarry E 


Message Body 


We have received your request for a scan of the national KJA GoSystem locator database. This database includes 
data extracted from the 1999 (and forward years when products are released) tax returns processed using 
GoSystem RS. Please note that the database does not include any lo<^tors processed in GoWIN, password- 
protected locators, KPMG employee persona] retoms processed in Account 2VCL, or any returns processed by 
the firm partner tax group in Montvale. 

Your scan will be process^ within 1 5 business days by a member of the national Engagement Services Practice 
team. If the assigned team member has any questions about your request, hc/she will contact you directly for 
resolution. 

he results of the scan will be returned to you in an Excel spreadsheet via an email message. However, if your 
scan results are of national relevance (i.e., affects most locations), the Excel file will be posted on the ESP 
Homepage at «http://taxkm.us.kworld.kpmg.com/homepages/!^p/Index.htin», and an email alert announcing 
the purpose of the scan and the results posting will be distributed to the tax management group and partners. 

Questions should be directed to this mailbox (US-GoSystem Administration), or the Engagement Services Hotline 
at 201-505-6303. 

[Andrew: We process scans in the order received. But we can probably meet your 3/1 5 deadline. 


kpmg 

GoRS National Administrator 05 
Client Service Technology/Montvale 

* Phone: (201) 505-6303 

* FAX: (201) 307-7773 

* Email; «mailto:US-GoSystem Administration@kpmg.com» 


Original Message 

From: Atkin, Andrew S 

Sent: Friday, March 02, 2001 2:12 PM 

To: US-GoSystem Administration 

Cc: Horan, James L; Reach, Gary; Brody, Evan J; Leak, Councill; Messing, Steven G; Manth, Larry E 
Subject: Florida S corporation search 


I To GoSystem Administrator: 
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Attached please find a scan request form. In this form, 1 request a list of all S corporations in Florida with more 
than $1M in income. This information is needed for marketing of the tax solution SC2. We need this information 
by no later than 3/1 5. Please send me a acknowledgment of receipt of this request and confirmation that the list 
can be generated by 3/1 5. 

I Permanent SubcotnmiUee on iDVfsligations I 
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Thank you for your help. 
Andrew Atkin 


« File: scan request form.doc » 

Andrew S. Atkin 
KPMG 

355 South Grand Avenue 
Suite 2000 

Los Angeles, CA 90071 
(213) 955-8830 
Fax (213) 630 2279 
aatkin@kping.coni 

Our advice in this email and any attached documents is limited to the conclusions specifically set forth herein and 
is based on the completeness and accuracy of the above-stated facts, assumptions and representations. If any of 
the foregoing facts, assumptions or representations is not entirely complete or accurate, it is imperative that we be 
informed immediately, as the inaccuracy or incompleteness could have a material effect on our conclusions. In 
rendering our advice, we are relying upon the relevant provisions of the Internal Revenue Code of 1 986, as 
amended, the regulations thereunder, and the judicial and administrative interpretations thereof. These authorities 
are subject to change, retroactively and/or prospectively, and any such changes could affect the validity of our 
conclusions. We will not update our advice for subsequent changes or modifications to the law and regulations or 
to the judicial and administrative interpretations thereof. 
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Message0030 


Subject:||South Florida SC2 Year End Push 


From: Leak, Councill 


Date: 3/7/2001 4:32:33 PM 


To:|Horaii, James L; Jordan, Ty N; Readi, Gary; Brody, Evan J; Messing, Steven G; Atkin, 
[{Andrew S; Satalino, Fr^ik P 


CC:HManth, Larry £; Colley, Peter M; Smitti, Jerry N 


Message Body 


[Jim, Thanks for taking the time to talk with me, Ty Jordan and Andrew Atkin today concerning SC2 and the 
[South Florida market opportunities. The following summariTes our discussion and follow up action items: 

. Benefit Comparison— original SC2 compared to 501(cX3) alternative. Attached is a 3 year, $5 million per year 
[example of the two alternatives. The 501 (cX3) structure results in about 60% of the original SC2 benefit The 
[shareholder has much more flexibility in choosing a tax exempt in the 50](cX3) structure, and if he or she was 
going to make significant charitable gifts anyway, the 50!(cX3) model should be presented without showing the 
[redemption proceeds as an incremental cost Our fee— originai SC2 = 10% of 1 year's taxable income, 501 {c)(3) 
{version = 7.5% of first year's taxable income (maybe some more flodbility for first Beta Test deal). 


12. Listing of Live Opportunities in South Florida: 

$2'$3M income. Evan working on scheduling ICV 

Gary is familiar with this. 

RBH. Councill is handling. Oscar Suarez made introduction. Proposal issued 3/5/0 1. Fee $500,000. Expect 
[answerby3/15. 

Evan handling— delay due to client business circumstances. Any way to 

jencourage them??? 

Signed engagement, on hold due to shareholder's illness. Jim to revisit with attorney with 501(c)(3) 

Istructure. 


[3. Other potential visits/revisits with 501(c)(3) structure: 


Others? 


REDACTED 


Our SC2 team members in Texas came across a TX Secretary of State listing of all US S Corps that filed 
franchise tax returns in TX. Attached is the Florida sort from that list. All it gives is the company name, address 
and phone. We need you to direct Gary and the SFL BDM's to review the list to see if any new targets should be 
approached. We can get telemarketing support from Ft Wayne if you think it ^propriate. We contacted the FL 
Secretary of State to see if a similar list exists for Florida and were told it does not. We have requested a Fast Tax 
search for all 1 1 20S forms filed for FL clients. Andrew will forward that to the group when received. 

5. Jim is going to seek out background information and Annual Reports for the Miami, Broward and Dade county 
community trusts. Key information needed—are they established as trusts (rather than corporations)? How much 
does each trust give annually in charitable contributions? Do we have any relationships with key trust managers or[ 
board members? 

6 . Andrew and Larry will be available for ICVs in South Florida, March 26—28, 2001 . Our goal is to find several 
[revisits with the 501(c)(3) structure and several new ICV's. Jim will ask Gary to spearhead getting ICV’s set up. 1 
jam available at anytime to come down for ICV’s as well. 

KPMG 0050S34 

[Thanks in advance for your help, 

I Permanent Subcommittee on Investjeations 1 

I EXHIBIT #56 I 
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Coxinciil 
J. Coimcill Leak 

Partner, Federal Tax Services/Stratecon Practice 

kpmg LLP, Charlotte, NC 

Direct; 704.371.8135 

Fax: 704.335.5377 

Cell: 704.906.4520 

e-mail: cleak@KPMG.com 

Our conclusions are limited to the conclusions s];^fically set forth herein and are based on the completeness and 
accuracy of the above-stated facts, assumptions and representations. If any of the foregoing facts, assumptions or 
representations is not entirely complete or accurate, it is imperative that we be informed immediately, as the 
inaccuracy or incompleteness could have a material effect on our conclusions. We are relying upon the relevant 
provisions of the Interna! Revenue Code of 1 986, as amended, the regulations thereunder, and the judicial and 
administrative interpretations thereof. These authorities are subject to change, retroactively and/or prospectively, 
and such changes could affect the validity of our conclusions. We will not update our advice for subsequent 

changes or modifications to the law and regulations or to the judicial and administrative intCTpretations thereof 

The information in this email is confidential and may be legally jmvileged. It is intarded solely for the addressee. 
Access to this email by anyone else is unauthorized. If you are not the intended recipient, any disclosure, copying, 
distribution or any action taken or omitted to be taken in reliance on it, is prohibited and may be unlawfiil. \^en 
addressed to our clients any opinions or advice contained in this email ^ subject to the terms and conditions 
expressed in the governing KPMG client engagement letter 


1 

Attachment i 

|SampleSC2.xls | 

1 

Attachment I 

iSample501c3.xls i 

1 

' Attachment I 

iFlorida.xls i 



1 

Outlook Header Information j 


Conversation Topic: South Florida SC2 Year End Push 
Subject: South Florida SC2 Year End Push 
From: Leak, Councill 
Sender Name: Leak, Councill 

To: Horan, James L; Jordan, Ty N; Reach, Gary; Brody, Evan J; Messing, Steven G; Atkin, Andrew S; Satalino, 
Frank P 

CC: Manth, Larry E; Colley, Peter M; Smith, Jerry N 

Delivery Time: 3/7/2001 4:32:33 PM 

Creation Time: 3/7/2001 4:32:33 PM 

Modification Time: 3/7/2001 4:32:36 PM 

Submit Time: 3/7/2001 4:32:35 PM 

Importance: 3/2 

Priority: 3/1 

Sensitivity: 3/0 

Flags: 3/17 

Size: 3/334656 
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Unknown 


From: Manth, Larry E {lmanth^PMG.a»nJ 

Sent: Monday, March 1 9, 2001 9:50 AM 

To: DeLap. Larry 

Subject: RE: SC2 - Client Base Expansion 


Larry, I am in agreement that we should think about putting a cap on the number of deals 

that we complete. I suggest that we all have a conference 

call to discuss and include Dale Affonso and Rick Rosenthal. I will have 

my assistant set up a call in the next two weeks. 

Thanks, 

Larry 

> Original Message 

> From: DeLap, Larry 

> Sent: Friday, March 16, 2001 5:04 PM 

> To: Manth, Larry E 

> Cc: Kelliher, William B; Smith, Richard H (WNT) 

> Subject: FW: SC2 - Client Base Expansion 

> 

> << Message: SC2 » 

> Larry - 

> 

> Before committing to an expansion of the client base for SC2 to auto 

> dealers contacted through a referral fee arrangement and to community 

> trusts, I think we should have a discussion with Bill Kelliher and 

> Richard Smith as to whether it would be advisable to put an overall 

> limit on the number of engagements given the downside risks if the 

> strategy were ultimately disallowed. 

> 

> Larry 


> —Original Message- 

> From: Choate, Gary M 

> Sent: Friday, March 09, 2001 2:54 PM 


> To: DeLap, Larry; Duer, Walter M 

> Cc: Manth, Larry E; Atkin, Andrew S; Kirkpatrick, Richard D; Mckee, 

> James F 

> Subject: Alliance Agreement - Leadership Ford 

> 

> Attached is the first draft of an alliance agreement with Leadership 

> Ford. I have requested info on their current audit firm and 

> financials. I will send this info when I have it. If you have any 

> questions, please let me know. 

> 

> Gary 

> 

> « File: alliance approval forml.doc » 
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Subject: [SC2 
I’romi'^Manth. Lany-E 
Date 
To 







1 2/27.^01 Ja:58 13 PM 


Atkin,^i?cndi^p^^ (US/CHICAGQ); Duncan, 

l)ou^lSp^'^ty,3^esV; Gray, Mike - RALHGH; liubet, 
Robert;’^ut^ison^^-3iVamer C-ni I kiiian Fb nas I ' i' 

'T..u_:.,Tr.T.TvniL.^ 

"iinoihv 

Rosenthal, i^ebard^.SmiKj ’I 



[Hello everyone. Congratulations on a great December!! 

1 Deals closing are as follows: 

(West) - $800k 
(West)- $41 5k 
(West) - $400k 

(SE) — $625k minimum, $ 1 .250 potential — way to go Coundll ! ! 
pirst potential $1 million fee for SC2 outside of the West!! 

: (MW) - $500k 

(NE/SE) - $425k 

I (Mw/sw)-$5ook RFHArTPri 

(W) - $1 million (SC2-Back-end deal) ' lUUnu I LU 
[Total fees = $4,665 million - $5.29 Million 


Marketing. I would like to remind everyone regarding our marketing to S-corps that 
are serviced by other Big 5 6rms. The general rale is that we will not implement SC2 
for an S-coip that insists on keeping its current Big 5 firm as its auditor. If the S-corp 
is seriously considering the transaction, 99% of the time it will have no problem 
switching accounting firms to KPMG. The same goes for tax work done by other Big 
5 firms. Our estimate is that by 1 2/31/02, there will be approximately $1 billion of 
income generated by S-corps that have implemented this strategy, and our goal is to 
maintain the confidentiality of the strategy for as long as possible to protect these 
clients (and new clients). 

Redemption. We have had our first redemption from the LAPD. Particular thanks to 
Doug Duncan and his outstanding relationship with the LAPD fund administrators, 
the redemption went smooth. Andrew Atkin, Doug Duncan, and Bob Huber all 
worked together on structuring the back-end deal allowing for the shareholder to 
recognize a significant benefit, as well as getting KPMG a fee of approx. $1 million, 
double the original SC2 fee! ! 
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Joel Resnick is in the process of working on a back-end solution to be approved by 
WNT that will provide S-corp shareholders additional basis in their slock which will 
allow' for the cash build-up inside of the S-corporalion to be distributed tax-free to 
the shareholders. This should provide us with an additional revenue stream and a 
captive audience. Our estimate is that if 50% of the SC2 clients implement the back- 
end solution, potential fees will approximate $25 million {$500 million @ 5%). We 
will keep everyone posted on the progress. 

Please call or e-mail me with any questions. 

Thanks, 

Larry 

213-630-8101 









i To; AUciiiijAji'drew S;' Cohen, Davjd (U5ZG|p^|it^ 
James VfOray.Mike - RALEIGH; Huy^Rbbcrt;'Hii 
i JackmEmj;Thoffias,E;.Leak, CounciltiP^^^^li&^ 
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Sequential 

From: DeLap, Larry [ldelap@KPMG.COM] 

Sent; Thursday, January 03, 2002 8:24 PM 

To: Springer, Mark A; Manth, Larry E; Atiun, Andrew S 

Cc: Butler. Sheila M; Rosenthal, Richard P 

Subject: RE: SC2 


Please delete the Outlook folder, so Fort Wayne no longer views SC2 as being 
actively marketed, and retain a copy of the materials in a secure folder on 
the WNT network. 

Can we schedule a conference call for January 16, 17, or 18 to discuss 
wind-down protocol? 

Larry 


> Original Message 

> From: Springer, Mark A 

> Sent: Thursday, January 03, 2002 12:53 PM 

> To: Manth, Larry E; DeLap, Larry 

> Cc: Butler, Sheila M 

> Subject: RE; SC2 


> Larry -- If/when we pull the solution we (the TIC) would keep a copy of 

> the materials in a secure folder on the WNT network. 

> 

> Mark Springer 

> US Tax Innovation Center 

> 202-533-3076 

> maspringer®KPMG. com 

> 

> Original Message 

> From; Manth, Larry E 

> Sent: Thursday, January 03, 2002 12:51 PM 

> To: DeLap, Larry; Springer, Mark A 

> Subject: FW: SC2 

> 

> More clarification. 

> 

> Its yovjr rail Larry, We can probably totally delete the Outlook folder and 

> make sure that Andrew and Bob copy the toolkit, and also make sure someone 

> in WNT has the files as well. 

> 

> Mark, since Bill is leaving the firm, who would you suggest? 

> 

> Thanks, 

> 

> Larry 

> 

> -----Original Message----- 

> From: Hxiber, Robert 

> Sent: Thursday, January 03, 2002 9:27 AM 

> To: Manth, Larry E 

> Cc: Atkin, Andrew S 

> Subject: RE: SC2 

> 

> Larry: 

> 

> The outlook folder is still there. Therefore all designated individuals 

> receive the monthly OMS report. We have restricted access to the 

> "Toolkit* which is located in Outlook. 

I KPMG 0012720 
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> I believe that Ralph is in-charge of the OMS reports for the west. I 

> received his name in the past of who to send updates to. 

> 

> Bob 

> Original Message 

> From: Manth, Larry E 

> Sent: Wednesday, January 02, 2002 4:53 PM 

> To: Atkin, Andrew S; Huber, Robert 

> Subject: FW: SC2 

> 

> I thought we shut down the Outlook folder? If not, who is still listed on 

> it. Also, who is Ralph Montejo? 


> Thanks, 

> Larry 

> 

> Original Message----- 

> From: DeLap, Larry 

> Sent: Wednesday, January 02, 2002 4:00 PM 

> To: Larry E Manth (E-mail); Atkin, Andrew S 

> Cc; Sheila Butler (E-mail) 

> Subject: FW: SC2 


> For your action. 

> 

> Original Message 

> From: Nance, Shelly 

> Sent: Wednesday, January 02, 2002 11:12 AM 

> To: DeLap, Larry 

> Subject: RE: SC2 


> SC2 is still in the Outlook folder under USWNT S-Corporation Charitable 

> Contribution Strategy (SC2) . I send out a monthly report for SC2 that 

> shows all activity for a designated list of individuals assigned by the 

> Deployment Champion created in Outlook by Sheila M. Butler. In order for 

> this distribution list to be removed you need to contact Sheila Butler. I 

> have no control over this. (she is in Outlook) 

> SC2 is still listed as an active solution. Going forward. . .this is a 

> solution in which I generate reports on a bi-weekly basis for Ralph 

> Montejo and Patrick Brooks. 

> I personally have no involvement with this activity, I only generate the 

> activity report from OMS. 


> - - —Original Message 

> From: DeLap, Larry 

> Sent: Wednesday, January 02, 2002 1:53 PM 

> Tos Nance, Shelly 

> Ccj Larry E Manth (E-mail) 

> Subject: FW: SC2 


> Please advise what gave rise to your December 20 message and please 

> discontinue any further activity with respect to SC2. 

> 

> Original Message 

> From: Manth, Larry E 

> Sent: Wednesday, January 02, 2002 10:22 AM 

> To: DeLap, Larry 

> Subject; RE; SC2 

> 

> Larry, Fort Wayne hasn’t done anything for quite a while (its been at 

> least 1 year^) . I’m not sure why they issue these reports, perhaps 

> because SC2 is still on the active solution list. We have limited the 

> marketing of SC2 significantly since our agreement 9 months ago. I 

> removed myself as National leader and have not pitched SC2 since. We 

> mandated strict compliance regarding the marketing of SC2 to all the areas 

KPMG 0012721 
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> -- no cold calls, only warm relationships, and minimum fee of $500k. We 

> also shut down the Outlook folder and discontinued bi-weekly calls. 

> 

> Thanks, 

> 

> Larry 


> Original Message 

> From: DeLap, Larry 

> Sent: Wednesday, January 02, 2002 9:54 AM 

> To: Manth, Larry E 

> Subject: RE: SC2 

> 

> Shelly Nance is in Fort Wayne, which is "cold call central". How can she 

> (or he) be involved in sending out messages about SC2 if it is not being 

> mass marketed. 

> 

> You did agree nine months ago to winding down the marketing of SC2. 

> 

> « Message: RE: SC2 - Client Base Expansion » 


> Original Message 

> From; ' Manth, Larry E 

> Sent; Sxmday, December 30, 2001 12:46 PM 

> To: DeLap, Larry 

> Cc: Brockway, David H; Kelliher, William B; Smith, Richard H (US/WEST 

> AMP); Rosenthal, Richard P; Atkin, Andrew S; Elgin, Evelyn; Duer, Walter 

> M; Affonso, Dale A 

> Subject; RE: SC2 

> 

> Larry, I think there is some misiinderstanding over the OMS report and our 

> marketing. First of all, after our conference call with Rick, we shut 

> down the Outlook folder. We also mandated that there are to be no more 

> cold calls for SC2, as well raising the minimum fee to $500,000 from 

> $250k. The OMS report is grossly misleading with respect to our marketing 

> of SC2. My estimate is that less than 100 S-corporations know about the 

> general strategy. Our marketing of the strategy has been extremely 

> tight-lipped. More than 90% of the con^anies on the OMS report never 

> heard about SC2 for various reasons -- too many shareholders, not enough 

> income, not an S-corp, etc. . . I agree that we need to put a sunset on this 

> strategy, but let's come to some agreement and parameters. 

> 

> Thanks , 

> 

> Larry 


> -----Original Message 

> From: DeLap, Larry 

> Sent! Saturday, December 29, 2001 4:55 PM 

> To: Larry E Manth (E-mail) 

> Cc: David Brockway (E-mail); Kelliher, William B; Richard Smith 

> (E-mail); Richard Rosenthal (E-mail); Atkin, Andrew S; Evelyn Elgin 

> (E-mail) 

> Subject: FW: SC2 

> 

> Larry - 

> 

> We had a verbal agreement following a conference call with Rick Rosenthal 

> earlier this year that SC2 would not be mass marketed. 

> 

> In any case, the time has come to formally cease all marketing of SC2. 

> Please so notify your deployment team and the marketing directors. 

Proprietary Material 3 KPMG 0012722 
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> Larry 

> Original Message 

> From: Brockway, David H 

> Sent: Friday, December 21, 2001 2:57 PM 

> To: Kelliher, William B 

> Cc: DeLap, Larry; Smith, Richard H (US/WEST AMP) 

> Subject; RE: SC2 


> It looks like they have already tried over 2/3rds of possible candidates 

> already, if I am reading the spread sheet correctly. Could you set up a 

> conference call at a convenient time after the holidays for you, Larry, 

> Richard and I, so we can all review the bidding. I have a feeling the 

> horse is already out of the barn, but let’s discuss the situation and see 

> if there anything that should be done at this point. Thanks. 

> 

> Original Message 

> From; Kelliher, William B 

> Sent: Thursday, December 20, 2001 3:30 PM 

> To: Brockway, David H 

> Subject: FW: SC2 


> Dave : 

> 

> I was copied on the message below, which appears to indicate that the firm 

> is intent on marketing the SC2 strategy to virtually every S corp with a 

> pulse {if S corps had pulses) .• Going way back to Feb. 2000, when SC2 

> first reared its head, my recollection is that SC2 was intended to be 

> limited to a relatively small number of large S corps. That plan made 

> sense because, in my opinion, there was (and is) a strong risk of a 

> successful IRS attack on SC2 if the IRS gets wind of it. Somewhere along 

> the line, that marketing plan seems to have changed. According to the 

> list attached to the message below, the intimate group of S corps 

> potentially targeted for SC2 marketing has now expanded to 3,184 

> corporations. Call me paranoid, but I think that such a widespread 

> marketing campaign is likely to bring KPMG and SC2 unwelcome attention 

> from the IRS. If so, I suspect a vigorous (and at least partially 

> successful) challenge would result. I realize that the fees are 

> attractive, but does the firm's tax leadership really think that this is 

> an appropriate strategy to mass market? 

> 

> Bill 

> 

> Original Message 

> Prom: Nance, Shelly 

> Sent: Thursday, December 20, 2001 9:12 AM 

> To: US-WNT S-Corporation Charitable Contribution Strategy 

> Subject: SC2 

> 

> I have attached the Monthly QMS Activity Report for ■SC2'’, and in addition 

> the report will be posted to the "SC2'' Outlook Deployment folder. We hope 

> that the attached file will provide you with the necessary tools to 

> further the success and measure the performance of your solution emd will 

> serve as the center of your discussion on your bi-weekly solution 

> deployment team calls . 

> 

> The file contains a summary report of market activity from OMS for your 

> solution. Please, review it and provide any new information to your Area 

> Marketing Directors (Names Below) so that they can include it in OMS. In 

> particular, look for all opportunities that have not shown any progress 

> since last month (Selling Cycle Date clearly marked) and determine why the 

> deal has stalled and what help you need to move it forward. 

> 

> The file is sorted by area, selling cycle step and then alpha by target 

> that you can easily pull out your specific area. 
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Tax Marketing Directors: 


Mid-Atlantic 

Midwest 

312-665-2709 

Northeast 

212-872-7909 

Southeast 

404-614-8662 

Southwest 

214-840-4055 

West 

415-951-7123 


Marsha Shelton 
Christine Elliot 

Rita Bacas 

Trash McGinty 

Jonathan Pullano 

Melissa Fiorina 


Thank Youl 

<< File: SC2 12-19.XLS >> 

Shelly Nance 

National Assistant QMS Administrator 

219-423-6818 

kpmg 


Tysons Corners 
Chicago 

New York 

Atlanta 

Dallas 

San Francisco 
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SUSAN M, COLLINS, MAINF. CHAIRMAN 


7EO STEVENS, ALASKA 
GEORGE V. VOlNOVlCH, OHIO 
NORM COLEMAN, MINNESOTA 
ARLEN SPECTER, PENNSYLVANIA 
ROBERT f . BENNETT. UTAH 
PETER G. flTZGERALO, ILLINOIS 
OHN £. SUNUNU, NEW HAMPSHIRE 
ICHARO C. SHELBY, ALABAMA 


JOSEPHI llEBEBMAN, CONNECtiCOT 
CARL LEVIN. MICHIGAN 
DANIEL K. AAAKA. HAWAII 
RICHARD J. DURBIN, ILLINOIS 
THOMAS R. CARPER. DELAWARE 
MARK DAYTON. MINNESOTA 
FRANK LAUTENBERG, NEW JERSEY 
MARK PRYOR. ARKANSAS 


Iftnited States Senate 


MICHAEL D. BOPP, STAFF DIRECTOR AND CHIEF COUNSEL 
JOYCE A. RECHTSCHAf FEH MINOROY STAFF DIRECTOR AND COUNSEL 


COMMITTEE ON 
GOVERNMENTAL AFFAIRS 


WASHINGTON, DC 20510-6250 


November 6, 2003 


VIA U.S. MAIL & FACSTMCLE a02/303-20Q0> 

Mr. Eugene D. O’Kelly 

Chairman and Chief Executive Officer 

KPMG, LLP 

280 Park Avenue 

New York, New York 10017 

Dear Mr. O’Kelly: 

The U.S. Senate Permanent Subcommittee on Investigations of the Committee on Governmental 
Affairs will hold hearings on November 1 8 and November 20, 2003, on the role of professional finns 
such as accounting firms, banks, securities firms, and law firms in the development, marketing and 
implementation of abusive tax shelters. The purpose of this letter is to request that four employees 
of KPMG LLP, testify at the hearing on November 1 8, scheduled to begin at 9:30 a.m. in Room 2 1 6 
of the Hart Senate Office Building in Washington, D.C. 

Among the issues that the Subcommittee will address at the hearings will be the development, 
marketing and implementation of tax products designed to be sold to multiple clients, with a focus 
on the Bond Linked Issue Premium Structure (BLIPS) and its predecessors, the Offshore Portfolio 
Investment Strategy (OPIS) and Foreign Leveraged Investment Program (FLIP), and on the S- 
Corporation Charitable Contribution Strategy (SC2). 

To assist the Subcommittee’s review, we ask that Mr. Philip Wiesner and Mr. Jeffrey Eischeid testify 
on a panel that will discuss BLIPS, OPIS, and FLIP; and Mr. Councill Leak testify on a separate 
panel that will discuss SC2. These KPMG representatives should be prepared to address and answer 
questions about the following matters: 

(1) An explanation of each tax product that is a focus of the panel; the time period 
during which each product was sold to clients; how many persons purchased each 
product; the fee structure and source of fees for each product; and, for each 
product, the total revenues earned by KPMG; 

(2) For each product, how many persons who purchased the product made a pre-tax 
profit in excess of all associated costs and fees and excluding any tax benefits; 
and, for each product, how many individuals reported on their tax returns netted 
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Mr. Eugene D. O’Kelly 
KPMG, LLP 

November 6, 2003 - Page 2 

capital gains or losses from these products through a grantor trust, including 
persons who later amended their returns; 

(3) KPMG’s general procedures for developing, marketing, and implementing tax 
products to be sold to multiple clients, including assisting clients to prepare a 
related tax return; and how KPMG developed, marketed, and implemented each 
tax product that is a focus of the panel; 

(4) KPMG’s interaction with, and the role played by, outside parties, such as law 
firms, banks, securities firms, or charitable organizations, in the development, 
marketing, or implementation of each tax product that is a focus of the panel; 

(5) KPMG’s general procedures for discontinuing the marketing of generic tax 
products, and its discontinuation of the marketing of each tax product that is a 
focus of the panel; and 

(6) KPMG’s general approach to complying with federal tax shelter requirements, 
including whether KPMG registered or provided cUent information to the Internal 
Revenue Service (IRS) regarding each tax product that is a focus of the panel, 
and the current status of the IRS’ review of each tax product, 

Mr. Wiesner and Mr. Eischeid may submit a single, written statement or separate statements 
addressing the above matters; their statements will be included in the printed hearing record. In 
addition, Mr. Wiesner and Mr. Eischeid may provide an individual or a joint oral statement of up to 
ten minutes at the hearing. Mr. Leak may also submit a written statement to be included in the 
heating record, and an oral statement of up to ten minutes at the hearing. 

In addition, we request that Mr. Jeffrey Stein, KPMG Deputy Chairman, testify as part of a panel of 
representatives fiorn several major accounting firms. We ask that Mr. Stein address and be prepared 
to answer questions about the seven topics listed above, as well as any institutional changes or 
reforms instituted by KPMG with respect to the development and marketing of abusive tax shelters. 
Mr. Stein may also submit a written statement to be included in the hearing record as well as an oral 
statement of up to ten minutes at the hearing. 

Please have the original and one hundred copies of each written statement delivered to the 
Subcommittee at Room 199 of the Russell Senate Office Building, Wasliington D.C. 20510, by no 
later than 5 :00 p.m. on Friday, November 14, 2003. In addition, by the same date, please send a copy 
of each statement by electronic mail to the Subcommittee’s Chief Clerk at mary_robertson@govt- 
aff.senate.gov. 
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November 6, 2003 - Page 3 

Thank you for your assistance in this matter. If you or your staff have any questions or would like 
additional information, please contact Robert Roach of the Subcommittee’s Minority staff at (202) 
224-9505. 

Sincerely, 

Norm Coleman Carl Levin 

Chairman Ranking Minority Member 

Permanent Subcommittee on hivestigations Permanent Subcommittee on Investigations 

NC:CL/ejb 

cc: Russell L. Smith, Esq. 

Wilikie Fan & Gallagher 
1875 K Street, N.W. 

Washington, D.C. 20006 
202/303-2000 (ftx) 
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Sequential 


From; 

Sent: 

To: 

Subject: 


tanning, John T [IMCEAEX-_0=:KPMG_0U=US_CN=:REC}PiENTS_CN=17627 
@KPMG.com] 

Monday, May 10. 1999 6:02 PM 
DeLap, Larry 

RE; BLIPS - More Ukefy Than Not? 


Sensitivity: 


Private 


Larry ; 

I continue to be frustrated with the process on this one as I know everyone 
is. Perhaps we can spend a few minutes discussing this in Chicago. 


John 


> Original Message 

> From: DeLap, Larry 

> Sent: Monday, May 10, 1999 10:34 AM 

> To: Lanning, John T 

;> Subject: FW; BLIPS -- More Likely Than Not? 

> Importance: High 

> Sensitivity: Private 

> 

> John ' 

> 

> Three things : 

> 

> 1. As this is a PFP product, I believe it is essential that the chief PFP 

> technical partner in Washington National Tax be comfortable with it. That 

> is why I requested, and received, Mark Watson’s "sign off" two weeks ago. 

> 

> « Pile: RE BLIPS.rtf >> 


>2.1 believe it is essential that any WNT technical analysis be based on 

> the actual facts. Mark determined, based on disclosures at a meeting on 

> April 30 and May 1, that certain essential facts had not been disclosed to 

> WNT. As indicated in a separate message I sent you, he has requested some 

> changes in the planned facts that could, in his view, make the WNT 

> analysis viable. 


> 3 . As previously indicated, a key issue is "Who is the borrower", which 

> was not addressed in the initial WNT analysis (although I had highlighted 

> the issue back in February) . A section on that question has been added to 

> the draft opinion by Randy Bickham. I think the appropriate WNT technical 

> resource for the "who is the borrower" question is Steve Rosenthal. I 

> spoke again with Steve this morning and he is uncomfortable with a 

> more-likely-than-not opinion that the investor is the true borrower at any 

> point in the transaction. He is meeting with Richard Smith and Phil 

> Wiesner this afternoon to discuss this issue. 


> Larry 

> Original Message--- -- 

> From: Watson, Mark T 

> Sent: Wednesday, May 05, 1999 8:40 AM 

> To: DeLap, Larry 

> Subject: RE; BLIPS -- More Likely Than Not? 


> Larry, in my April 27 message I stated that I was comfortable that the 

> technical issues associated with BLIPS had been thoroughly reviewed and 

> analyzed by WNT. However, based on information that was disclosed to me 

> on April 30 and May 1, it appears that WNT was not given complete 

> information as to how the strategy will actually be structured. It is 
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> this subsequent information that caused me to send the message to you 

> yesterday. 

> 

> I will communicate my concerns to Doug, Jeff, and Randy. 


> Original Message 

> From: DeLap, Larry 

> Sent: Wednesday, May 05, 1999 12:00 AM 

> To: Watson, Mark T 

> Subject: RE; BLIPS -- More Likely Than Not? 

> << File: RE BLIPS.rtf >> 


> Mark ' 

> It's not clear to me how this comports with your April 27 message. 

> However, as this is a PFP product and you are the chief PFP technical 

> resource, I believe the product should not be approved if you are 

> uncomfortable with it. Steve Rosenthal indicated that Randy Bickham is in 

> Washington, D.C. now. Can you please discuss your concerns with Randy. 

> Also, please discuss with Jeff Eischeid and Doug Ammerman. 


> Larry 

> Original Message 

> From: Watson, Mark T 

> Sent; Tuesday, May 04, 1999 8:03 AM 

> To: DeLap, Larry 

> Subject: BLIPS -- More Likely Than Not? 

> Importance: High 

> 

> Larry, while I am comfortable that WNT did its job reviewing 

> and analyzing the technical issues associated with BLIPS, based on the 

> BLIPS meeting I attended on April 30 and May 1, I am not comfortable 

> issuing a more-likely-than-not opinion letter wrt this product for the 

> following reasons: 

> 

> * Based on Presidio's own admission, the probability of actually 

> making a profit from this transaction is remote (possible, but remote} ; 

> 

> * The bank will control how the "loan'' proceeds are invested via a 

> veto power over Presidio's investment choices; and 

> 

> * It appears that the bank wants the "loan" repaid within 

> approximately 60 days (and, thus, the reason for the three investment 

> stages) . 

> 

> Thus, I think it is questionable whether a client's 

> representation that he or she believed there was a reasonable opportunity 

> to make a profit is a reasonable representation. Even more concerning, 

> however, is whether a loan was actually made. If the bank controls how 

> the loan proceeds are used and when they are repaid, has the bank actually 

> made a bona fide loan? 

> 

> I will no doubt catch hell for sending you this message. 

> However, until the above issues are resolved satisfactorily, I am not 

> comfortable with this product. 


> Mark T. Watson 

> Partner 

> KPMG - Washington National Tax 

> 202-467-2433 (phone) 

> 202-822-8887 (fax) 
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Sequential 

From: DeLap, Larry [!del^@KHiAG.CC^] 

Sent: Friday. May 14, 1999 1:47 PM 

To: Lippman, Michael H 

Cc: Springer, Mark A; Ammerman, Douglas K 

Subject: RE: BLIPS 


yep 


> Original Message 

> From: Lippman, Michael H 

> Sent: Friday, May 14. 1999 1:41 PM 

> To: DeLap, Larry 

> Cc: Springer, Mark A; Ammerman, Douglas K 

> Subject: RE; BLIPS 

> 

> Let’s try this again. 

> 

> Assuming we receive the representations that Mark has requested, will the 

> product be approved. 

> 

> Thanks 

> 

> Original Message 

> From: DeLap, Larry 

> Sent: Friday, May 14, 1999 10:28 AM 

> To: Lippman, Michael H 

> Cc : Springer, Mark A; Ammerman, Douglas K 

> Subject: FW: BLIPS 


> Original Message 

> From: Lippman, Michael H 

> Sent: Friday. May 14, 1999 10:09 AM 

> To: DeLap, Larry 

> Cc: Springer, Mark A; Ammerman, Douglas K 

> Subject; FW: BLIPS 

> 

> Larry -- 

> 

> Have you approved this product? No. 

> 

> If not, when do you expect to make a decision? Upon receipt from 

> Presidio of explicit confirmation that the additional representations 

> requested by Mark will be given. 

> 

> « File: Representations. rtf » 


> Thanks 

> 

> Mike 

> 

> Original Message 

> From; Mcconnachie, Barbara 

> Sent: Thursday, May 13, 1999 7:46 m 

> To; banning, John T; Stein, Jeff; Lippman, Michael H; Wiesner, 

> Philip J; Matson, Mark T; DeLap, Larry 

> Subject: FW: BLIPS 


> 1 am beginning to think that the name BLIP was selected because this 

> product promises to be just a "blip" on our financial statements. I 

> wholeheartedly agree with Phil Wiesner’s message this morning outlining 
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> where we are at this point and the incredible support we have received 

> from WNT to craft a tax opinion that satisfies the more- likely- than-not 

> standard. 

> 

> One week ago, I assembled a special BLIPS task force in Dallas to 

> deal specifically with the following issues: 

> 

> 1. Educating a select group of professionals regarding 

> the technical aspects of this product. 

> 

> 2. Review of the risk-management aspects of the 

> product. 

> 

> ,3. Review of marketing plan and the product’s fee 

> potential. 

> 

> While John Larson initially indicated that it may take Deutsche Bank 

> and Sherman & Sterling up to 60 days to produce the relevant 

> documentation, it is my understanding that efforts by all parties have 

> been accelerated and that we are currently expecting documentation to be 

> completed no later than the end of this month. In that regard, it is my 

> understanding that Presidio has 2 individuals permanently housed at 

> Sherman & Sterling to assist in the necessary documentation. Similarly 

> Deutsche Bank is dedicating resources necessary to conplete their 

> documentation. In fact, at the end of this month, Jeff Eischeid will be 

> attending a meeting in Frankfurt to address the issue of expanding 

> capacity at Deutsche Bank given our expectation regarding the substantial 

> volume expected from this product. 

> 

> Mark’s concerns (which were based upon comments made by Presidio at 

> the Dallas meeting) are being addressed both by Presidio and Deutsche 

> Bank. In my opinion, Mark’s comments should in no way delay or reinitiate 

> our internal approval process. It is important to recognize that part of 

> the agreement I made with Larry DeLap is that every BLIP transaction will 

> receive the joint approval of both Mark Watson and Jeff Eischeid. To 

> insure that we have proper risk-management control over this product, 

> every opinion letter and every engagement letter will be subject to such 

> joint approval. 

> 

> In short, it is my understanding that this product has been examined 

> by all appropriate technical resources in WNT and that all material issues 

> that have been raised are being incorporated into the documents. The 

> validity of the transactions will be subject to the actual facts as Phil 

> pointed out. In that regard, I am fully confident that by having Mark and 

> Jeff both reviewing each transaction that we will be able to avoid some of 

> the technical issues that are currently being discussed in the abstract. 

> 

> X concur with Jeff. 

> 

> Doug 

> 

> Doug JUnmerman 

> KPMG LLP 

> Orange County Office 

> (714) 850-4455 

> 

> — ---Original Message----- 

> Prom: Stein, Jeff 

> Sent: Monday, May 10, 1999 11:05 AM 

> To: Wiesner, Philip J; Lanning, John T; Ammerman, Douglas K 

> Cc: Lippman, Michael H; Smith, Richard H (WNT); Watson, Mark T; 

> Rosenthal, Steven M; DeLap, Larry 

> Subject: RE: BLIPS 

> I think it's shit OR get off the pot, I vote for shit. 

> 

> Original Message 
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> From: Wiesner, Philip J 

> Sent: Monday, May 10, 1999 9:51 AM 

> To: Lanning, John T; Anwierman, Douglas K 

> Cc: Stein, Jeff; Lippman, Michael H; Smith, Richard H 

> (WNT) ; Watson, Mark T; Rosenthal, Steven M; DeLap, Larry 

> Subject: RE: BLIPS 


> John/Doug: Many people have vrorked long and hard to craft a 

> tax opinion in the BLIPS transaction that satisfies the more likely than 

> not standard. I believed that we in WNT had completed our work a month ago 

> when we forwarded the opinion to Larry. Based on my attendance at numerous 

> technical meetings and my reading the opinion, I came to the conclusion 

> that we could reach an overall more likely than not tax opinion based on 

> the information provided re business purpose and potential profit and the 

> representations to be provided by the investor and Presidio. We viewed our 

> role as a positive one, ie, we woxild work very hard to achieve, if 

> possible, the desired level of opinion and suggest ii^roveroents, in 

> particular, to limit the risks which the Firm is assuming by issuing the 

> opinion. 

> 

> The speed to market issue is also troubling to me, but 

> perhpas for different reasons. First, this is a classic transaction where 

> we can labor over the technical concerns, but the ultimate resolution - if 

> challenged by the IRS - will be based on the facts (or lack thereof) . In 

> short, our opinion is only as good as the factual representations that it 

> is based upon. As the courts did in the individual tax shelter cases of 

> the 80s and in the recent ACM case, the decision will be based not on the 

> techical niceties, but on the overall issues of whether in fact the 

> investors approached the transaction from a business like point of view 

> with a real desire to make a profit other than from tax benefits. Second, 

> we have been dealing with a true prototype opinion where the facts keep 

> evolving. The real "rubber meets the road" will happen when the 

> transaction is sold to investors, what the investors* actual motive for 

> investing the transaction is and how the transaction actually xmfolds. Our 

> opinion will be worth little (but we will be protected from risk if it is 

> properly caveated) is the actual facts bear little relation to the assumed 

> facts in the opinion. Note: This is Mark Watson's primary concern based on 

> the recent Presidio discussions at a PFP meeting. Third, our reputation 

> will be used to market the transaction. This is a given in these types of 

> deals. Thus, we need to be concerned about who we are getting in bed with 

> here. In particular, do we believe that Presidio has the integrity to sell 

> the deal on the facts and representations that we have written our opinion 

> on ? I We have had past experience in the foreign stock redemption and the 

> OPUS transactions which shows how difficult it is to keep the facts in 

> line. Thus, the process has been slowed by a number of very critical 

> forces which have been at work. 

> 

> Having said all the above, I do believe the time has come to 

> shit and get off the pot. The business decisions to me are primarily two: 

> (1) Have we drafted the opinion with the appropriate limiting bells and 

> whistles (Yes, in my opinion) , has the engagment letter been drafted with 

> the right rsik limiting language (from what 1 have seen. Yes) and is the 

> marketing of the transaction limited to very sophisticated, taxpayers who 

> are made aware of the risk and properly advised by their own tax and 

> investment advisers (I thought that the marketing here was to be limited 

> to a very small and narrow range of risk taking individualsU and (2) Are 

> we being paid enough to offset the risks of potential litigation resulting 

> from the transaction? If the answers are yes to both questions, then we 

> have done all we can do from a technical point of view and it is time to 

> move on and decide the business case. My own recommendation is that we 

> should be paid a lot of money here for our opinion since the transaction 

> is clearly one that the IRS would view as falling squarely within the tax 

> shelter orbit. Finally, as I said above, our opinion is only as good as 

> the underlying factual assumtions and actions by the investors. We cannot 

> control with any certainly what they will do in fact! 


> The way forward. In my view, the technical issues have been 


Proprietary Material 
CoDfidentiality Requested 


KPMG 0011904 



626 


> worked about as well as they can be. We should decide as a business matter 

> to proceed and work to have in place controls to make sure that the 

> sellers of the transaction and the investors in the transaction do not 

> make a sham of our opinion. 

> 

> Phil 


> Original Message 

> Frcwn: banning, John T 

> Sent: Saturday, May 08, 1999 3:32 PM 

> To: Ainmerman, Douglas K; Wiesner, Philip J 

> Cc: Stein, Jeff; Lippcnan, Michael H 

> Subject: PW; BLIPS 

> 

> I must say that I am amazed that at this late date 

> (must now be six months into this process) our chief WNT PFP technical 

> expert has reached this conclusion. I would have thought Mark would have 

> been involved on the ground floor of this process, especially on an issue 

> as critical as profit motive. What gives? This appears to be the 

> antithesis of "speed to market". Is there any chance of ever getting this 

> product off the launching pad, or should we simply give up??? 

> 

> John 


> -----Original Message 

> From: DeLap, Larry 

> Sent: Friday, May 07, 1999 7:48 AM 

> To: Ammermain, Douglas K; Eischeid, Jeffrey A; 

> Bickham, Randall S 

> Cc: John banning; Jeff Stein 

> Subject: FW: BLIPS 

> 

> Doug, Jeff, and Randy - 


> Steve Rosenthal informed me on Tuesday afternoon 

> that he had substantial concern with the "who is the borrower" issuer, and 

> that he would be discussing the matter with Randy on Tuesday or Wednesday. 

> I don't know what the outcome of those discussions were. I imagine Steve 

> would have a concern with the second bullet in Mark Watson's message. 


> I don't believe a PFP product should be approved 

> when the top PFP technical partner in WNT believes it should not be 

> approved . 

> 

> I will be back in the U.S. on Saturday and in the 

> Silicon Valley office on Monday morning. Please give me a call on Saturday 

> afternoon or Sunday at home (408-353-3309) or on Monday morning in the 

> office. 


Larry 


-----Original Message----- 
From: Watson, Mark T 
Sent: Wednesday, Hay 05, 1999 9:21 AM 
To: Ammerroan, Douglas K; Eischeid, Jeffrey A; 

Randall S 

Subject: BLIPS 


> Based on our meeting on April 30 and May 1, I am not 

> ccM«fortable with the BLIPS product for the following reasons: 


> * According to Presidio, the probability of making a profit from this 

> strategy is remote (possible, but remote). Thus, 1 don't think a client’s 

> representation that they thought there was a reasonable opportunity to 

> make a profit is a reasonable representation. If it isn’t a reasonable 
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representation, our opinion letter is worthless. 

* The bank will control, via a veto power over Presidio, how the 
"loan" proceeds are invested. Also, it appears that the bank will require 
this "loan" to be repaid in a relatively short period of time (e.g., 60 
days) even though it is structured as a seven-year loan. These factors 
make it difficult for me to conclude that a bona fide loan was ever made. 
If a bona-fide loan was not made, the whole transaction falls apart. 

Until these issues are resolved satisfactorily, I 
don't think we should release this product. 

Mark T. Watson 
Partner 

KPMG - Washington National Tetx 
202-467-2433 (phone) 

202-822-8887 (fax) 


Requested 
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Unknown 


From: 

Sent: 

To; 

Cc: 

Subject; 


Lipschiiltz, Brent S 

Thursday, August 05. t999 1:35 PM 

Eischekt, Jeffrey A; Tendler. hfeil J: Bfoom, Richard J 

Ammerman. Douglas K 

BLIPS tfivoivement m the NE • 



In an effort to obtain additional client leads for BLIPS given the ^wrt-dme honzon, we would like to deploy the BDMs in 
the Northeast ^ an effort to assist us in contacting the NE area aucfit, tax, arKf c<»isutting partners. Could you forward 
these documents to Larry Oelap for his review as soon as possible so that we can start deployment immediately. 

If you have any que^lons, you can contact me, Richard Bloom, or Neil Tendler. 


Thank <|t>u for your prompt attention to this matter. {P.S. the miroduction of the BLIPS Script will be dtanged depending 
upon who is making the introduction). 


Brent Upschuitz 
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BLIPS 

Hi. ihis is from KPMG's Personal Fiiumcul PlaiHiiftg l^ike. We have an innovative strategy that 

can offset the federal and state capital gains tax fnm your key clieni's/ target's asset sales. It's a substantial fee 
generator for die firm ( minimum is S2S0.000 and h is a mcnkey type product). However, the strategy is extremely 
lime sensitive. It must be initiated by Septendier 1 5th. We’re looking for clients or targets who have or will have 
realized a minimum of a S20 million capital gain. I^sons who tcttntly sold (x will have sold a closely hdd business 
or individuals with highly appreciated stock positions iot^ng to diversify are ideal candidates. 

I'd appreciate a return call as soon as k is ctmvenieni at x Kt discuss this in further detail. 
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There is an innovajive Personal Financial Pluming sirai^y ibsfi can the federal and state capita! gains tax from 

your key client's/ target's assets sales. 

Benefits of the Strategy 

Clients can poiendaily eliminate the 20% federal coital ^uns tax utd applicable state (ax liability at a maximum cost 
of 7% of the gain. Thus the savings are at least 13% of the total gain. 

> Example - If client had a S20 irallion gain, he could diminate the S4 rrutlion federal capital gains tax at 
a pre-tax cost of S 1 .4 million. 

Product Profile 

This is an integrated investment strategy which has the potential for economic benefit while potuttiaily producing 
large tax losses. This is accomplished throu^ die generation cf tax basis beyond invested capital. 

> Example - Gient invests $1.4 milikmHitostrattgy that has the potential for future profit while 
generating a $20 million tax loss upon divestiture. 


Oualiliere 

There are three qualifications: 

> Since we are l»ingingdits to a {inured number ^clknis. we would like to bring this to key clients/ 
targets with whom we have a close relatioaship (eg. KPMC client); 

> PerstHis with a > $20 million capital gain or andcipaied gain in the case of a future asset sale; 

> Persons with a High tax risk tolerance. 

Target ProtHe Examples 

> Owners of closely held businesses who have or are ^ng to sell in near future: 

> Substantial shareholders of appreciated stock positions who are seeking alternative ways to diversify: 

> Recent IPO Shareholders who are coming out of lock-up positions; 


Pricing 

KPMG'sfee is 1.25% (125 basis points) of the gaintobe nuiigated. This fee is included as part of the 7% investmmt 
in strategy. 

> Example > $2303)00 fee for a $20 million gain. $20 million is the min'umim transaction size with 
$250,000 being the minimum fee. 

Key Differentiators and Deliverables 

The following are the key points that we believe diffeientiare ihe strategy Horn other firns who may have other gain 
miiigatitm strategies: 

> KPMG Kts as tax adviscu- in the transaction and pofonns a detailed review all documentation; 

> The strategy includes die use of a third party skilled in execudon; 

> KPMG issues a “More Likely Than Not” opinion on the tax implkauons of the strategy or the tax issues 
associated with die tax rules; 

> Major NY law futn offers concurring legal o(HnioR. 

We believe that the combination of our opinim along with the concurring legal opinion is a dermile difTerendator 
from other strategies is the market. We also believe this straregy is more technically sound than other offerings from 
Dig S firms. 

Tb« B»nM«i Hriplin T» Eimw 

The biggest bwius in helping to secure engagements with yore- contacts is the potendal fees 'involved. With a 
mjniiniunofS250.000 fee and with the PFP practice nctivdy working on some muld-million dollar fees, we can 
generate some subsundal revenue attribatable to your pardcipadco on a tum key basis. Second, having our PF7 
expetu help your clkne elevues your reladoiship to a mere “tnisred advisor” status and can be the glue for a l«ig- 
tenn pann^ip. 
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Next Step 

Our next siep isihe ideniificaiion of apprc^jtute diems/ lar^s. Given ibe qualificatiesis above, we're looking lo 
quickly go to market with this strategy. Thereis time sai^ivity to this strategy this tax year iu we need to have 
iniiiaiect the transaction by September ISih. 

WIkh you come up with your appropriate candidass, please ccmiact: 

Rich Bloom. PFP Senior Manager, x 6470 

Phi] Dinsmore. Tax BDM. x 6716 

Neil Tendler. PFP Northeast Partner in Charge, x 6255 
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francesco.piovanettl@db To; willlam.boyte@db.com 

.com cc- 

Subject: Re: Risk and Re«5Ufces Committee Paper 


Sent: 07/26/1999 10:34 AM 


Let's talk... 


Forwarded by Francesco PtovanettI on 07/26^9 09:33 AM 


From: Mick Wood on 07/1 5/99 06:44 PM GMT 

To: Francesco Piovanetti 
cc: 

Subject; Re: Risk and Resources Committee Paper (Document Unk not converted) 

As discussed - we wifi not present this tomorrow. 

in any event. I dont think this would be ready to present as is. 

You need to spell out very dearly what the issue is that you feel requires 
input from the RRC. What you have here is an explananahon of a deal 
structure. 

if this structure involves us taking risk on private clients, then we may 
need to involve the Private Client Credit Unit. That may not be necessary if . 
it Involves risk on an SPY. or is structured on a limited or non recourse 
basis, but we may then have to involve the market risk guys to ensure we have 
picked up the optionaiity elements. 

If you intend to include this deal structure paper, I would strongly suggest 
that it requires significant amendment and some additions.- Please take this 
in the spirit that it is intended because it is in nobody's interests to have 
a paper rejected, just because people could not understand it I personalty 
spent some time going through It and felt it was missing a lot of quite basic 
bits of information without which it was impossible to address the risks (for 
example,, how and In what form is the client investment made! What further 
commitments exist!, what is the purpose of the structure (if. indeed we 
care!). Some of the gaps i could build in by guess work, but tt is dangerous 
to expect people to have to do that. It also conveys a bad impression of 
those presenting the business, i was under no pressure when ! read it. and 
was reading it as an interested party. Others may not be so tolerant. There 
are also details v^ich I believe must be wrong, and some terminology is used 
which is out of context. Alone, some of these are very petty details, but 
combined with the other aspects, they could be the sort of thing could kill 
the proposal; simply because people get irritated wiUi the presentation. 
Unfortunately, t cannot get Involved in assisting you to draft the 
presentation, for a number of reasons. What ( would suggest is you give it 
somebody else who has never seen the deal before, and ask them to describe it 
back to you based oniy on the Information in this presentation. 

Again, please take my comments in this last paragraph in ttie spirit they are 
intended, (one reason 1 have not copied anybody else). 

Mick 


Francesco Piovanetti@DBNA 
13/07/99 17:27 
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To: Mick Wood/DMGCM/DMG UK/DeuBa@OMG UK 

cc; PAUL MCHUGH; NANCY DONOHUE; WiiHam Boyle; Ivor Dunbar/DMGSF/DMG 
UK/DeuBa@DMG UK; Paul Glover 
Subject: Risk and Resources Committee Paper 

(Embedded 

image moved (Embedded image moved to file: pic23982.pcx) 
to file: 

pic06517.pcx) 


Dear Mick, 

Attached please find the paper that will be presented to the Risk and Resources 
Committee this coming Friday. Please call me to discuss the document before you 
forward it to other members of the committee. 

You can reach me at 21 2-469-731 8. 

Regards, 

Francesco Piovanetti 
Structured Transactions Group 

(See attached file: BLIPS Transaction Gtobal.ppt) 


□ 

□ 

□ 


-pic06517.pcx , 


- pic23982.pcx 


- BLIPS Transaction Global. ppt 


nn 


Rl TPR 


f^p,a.T 



634 



a 

□ 

o 

w 

a 

V) 

c 

.2 

+3 

U 

CO 

<0 

c 

(0 


o 


a 

3 

O 

a 




•D 

0 ) 

W 3 


JS 


CO 

> 

CD 

> 

‘■p 

_2 

<0 

cc 


(0 

XI 

_o 

a 


11 

•s 

is 

■Ci 

■$ 

Oc 

»« 

>S 


I 

O 


I 

I 

I 

1 

■ft 

§ 


6 

I 

Q) 

i 

0 

1 

03 

:§ 



r%D 


D1 TOO 


lezesczrx 



635 


c-i 



<1 


•S' E 

<J> <0 


c ^ 

O ^ 


O 

(U ^ 

a s 


(1) — ' 
o c 

w CO 
— 03 ■ 
W n 
CO 

Q O' 
w ^ 


= £ to o 

‘i « - w ^ ® 

° $ Sr 

^ T3 S 
C 2 o 

^•g “ 

c 


I ^ w o 

3 e3 g ^ 

- C ^ O § ® o 

0 S C > V ^ W 

Ij O D TJ Q 2 S? 

0 ^ o <0 ^ a, > 

^03 0 , ^ ^ 5 c 

1 TJ ® to 5 <D ^ 

0 O ^ O n 


O ® 

wr 


§ .E -o 


o3 o 


!" o ^ 


s ■“ 

o X 


i C ” — 

; E “ s 

! m c 00 
) ^ O Q 

> sSf 


“•S 


1 E . 

: <0 


>< S -o 
® £ ® 
^’<0 3 
C: o o 

o « ® 
^ Q ® 
. <i> 

S o § 
3 

•■. 1- w 

w 'C 

-S 

V 1 ±: c 
0^0 
<a CQ-^z 
"' «D 


> </i 


O "O CL C ♦i 

— . c — ^ - 

(0 ® CO ® 

“<0% ° o 

llpj 


0) ® , 
2 o •- 
•£ c TJ .: 


£ w 


CO £ 
Q .£ 


c o 

• ® ^ - - 
J c <0 

. t w ■H' 
■> § ” 
ol E 
> a. o 
.5 o 4: 


"c g 

■;: .1 E 


< aj 

m g 

s: ■o 
H- w 


O) o 

< 'p 


® 9 **1 cCO 

Ol ^ CO ® CD 


^ o «> 
0 0^0 

w lo Tr 
® c: CO 
> to CO •= 

.E So £ 


o D> 
ro £ 


3 © '^ 
o © 
g> 3 g 

<0 "(5 © 

s © |> 
© > < 
“8« 
= © 
5o 


Q o - 


C3J 


© 


c .© x: 

^1 S 


= i- T3 
'5 ro © 

> Q. N 

c © ■© 

otB 

a> F- 

f Is 

di| 

ai 5 .£ 'g 

"S CO u c 
£ 03 -J © , 
*-< Q _J ^ 

IeJ 2 


g S.2 

= >5 
:£ S = 


=5 © -c 

|l“ 
>02 
O © ? 

5 = 2 

W ‘> "- 
© > a 
f -j ■♦- 
O M rt 


o « 
•- £ 
© o 

c >' 

K 5 : 
© © 


El 


5 

o 

in 



636 









nn 


Cl TOO 







637 



nio 


D1 TOO 








638 





639 





640 



£Q 

a 

to 

§ 

(O 


o 


■o (/) 
2 CQ 
U Q 


CO 
CQ , 
Q 


iS c 
0 o 




641 


Watson, Mark T 


“rom: 

jnt: 

.o: 

Cc: 

Subject: 


Ely, Mark H 

Tuesday, September 21. 1999 9:31 AM 
DeLap, Larry; Watson, M^T; Elgin, Evelyn 
Rosenthal, Steven M; Miller Jr., Nortyn D 
RE: West 


Larry is exactly right-we got to a reasonable basis not to registen this conclusion was primarily based on the definition of 
"tax shelter ratio,* and thus, we never had to specificaBy reach the 5 investors issue. Note that we felt, given the examples 
in the Regs, that we had a weak argument to say it wasn't marketed to 5 investors. 

Mark H. Ely 

National Partner-in-Charge 
Tax Controversy Technical Services 
Wa^ington Natkxai Tax 
KPMGUP 

p-{202)467-3854; f-{202)822-8887; mhety@kpmg.com 

Original Message — 

From: DeU^. Lany 

Sent: Tuesday, September 21. 1999 9:12 AM 

To: Watson, Mark T; Elgin, Evelyn 

Cc: , Rosenb)^. Steven M; Ely, Mark H; Milter Jr.. Nodyn D 

Subject RE: West 

No, that is not correct. Mark Ely has concluded there is a reasonable basis not to register. 

— Original Message — 

From: Watson, Mark T 

Serit; Tuesday. September 21, 1999 9:04 AM 

To: DeLap, Larry; Elgin, Evelyn 

Cc: RosenU^al, Steven M; Ely. Mark H; Miller Jr., Noriyn D 

Subject RE: West 

Larry, just to clarify, even if we have five or more investors in a single BLIPS transaction, you don't think we need 
to register the transaction as a tax shelter. Is this correct? 


—Original Message — 

From: DeLap, Lany 

Sent: Monday. September 20. 1999 12:57 PM 

To: Elgin, Evelyn; Watson, Mark T 

Cc: Rosenttial, Steven M; Ely, Mark H; Miller Jr.. Noriyn 0 

Subject: RE: West 

I see. Each deal rather than ail the deals. 

In any event, the BLIPS 'reasonable basis not to register as a tax shelter* opinion did not consider the 
'substantial investment' prong (as the conclusion was based on other prongs of the lest), so five-investors-in- 
one-BLlPS-deat would not appear to directly affect that opinion. 

•—Origirral Message — 

From: Elgin. Sv^yn 

Sent Monday, September 20. 1999 12:40 PM 

To: DeLap, Larry; Watson. Mark T 

Cc: Rosenthal. Steven M; Ely. Mark H; MiHer Jr.. Noriyn D 

Subject; RE: West 

Larry, 

I doni think I have a copy of the opinion, but I was looking at the issue in this way -• 

We generally pin our conclusion on 2 things (if possible) ~ lack of 2/1 ratio and lack of 5 or more 
investors. We usually avoid 5 or more investor requirement by showing 2 things -- not more than 5 or 
more investors for any given deal and law doesnl require aggregation of different de^s. 
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H we're in a situation where there are 5 or more investors in a given deai, then we’d have to pin our 
conclusion on only one thing - lack of 2/1 ratio. The irt^act this turn of events would have on a 
conclusion about whether we have to register wcnild turn on the strength of the foregone no duty to 
aggregate argument and of the remaining no tax shelter ratio argument. 

In BLIPS, the remaining no 2/1 tax shelter ratio argument possibly was sufficiently tenuous that perhaps 
having to forego the no aggregation argument (even if not comp^lirtg) could alter the ultimate conclusion 
about whether to register. 

ON, THE OTHER HAND -- If the opinion concedes' the 5 or more investor requirement is met. then having 
5 or more investors at the outset wouldn’t make any differerK:e in the opinion’s conclusion. 

Eve 


— Original Message — 

From: DeLap, Larry 

Sent: Monday, September20. 1999 11:25AM 

To: Elgin, Evelyn; Watson. Mark T 

Cc: Rosentfal, Steven M; Ely. Mark H; Miller Jr.. Norlyn D 

Subject; RE; West 


Eve - 

We knew at the outset that BLIPS would be taken to way more than 5 investors. Mark Ely's opinion on 
the matter was premised on that prong of the registration test being met. 

Larry 

— Original Message — 

From: Elgin, Evelyn 

Sent; Monday. September 20. 1999 10:36 AM 

To: Watson, Mark T 

Ce; Rosenthal, Steven M; Ely. Mark H; Miller Jr., Norlyn 0; DeLap, Larry 

Subject: RE: West 

Mark, 

You really need to touch base with WNT, as it‘s WNT's conclusion (not mine) that there’s a 
reasonable basis for not registering BLiPs as a shelter. I believe that having 5 or more investors 
in a BLIPS deal could, but would not necessarily, change the answer. (You could still argue tax 
shelter ratio prong of registration requirement was not met. Still, having 5 investors at outset 
would seem to take away comfort previously afforded by also not meeting 5 or more investor 
prong.) 

Eve 


— Ortginal Message — 

From: Watson. Mark T 

Sent: Saturday. September 18, 1999 11:00 AM 

To: Elgin, Evelyn 

Ce: Rosenth^, Steven M; Ely, Mark H; li^er Jr., Norlyrt D; DeLap, Larry 

Subject: RE: West 

Eve, thanks for the info. By the way, was it assumed when the tax shelter registration issues 
wrt BLIPS were examined that there would be less than five investors in each deal? If there 
are more than five investors in a BLIPS deal, would that change your conclusion regarding the 
need not to register BLIPS as a lax shelter? 

—Original Message — 

From: Elgin. Evelyn 

Sent: Wednesday. S^ember 15. 1999 11:28 AM 

To: Watson, T 

Cc: Roser^&ial, Slevwi M; Ely. Mari: H; Miller Jr., Norlyn D; DeLap, Larry 

Subject: RE: West 
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Mark, 

1 think you, Steve or your designate needs to sit down with WNT lax controversy group 
(e.g., Mark Ely, Noriyn Miller) to go over the 6111(c) issue. The/l! tell you what they need, 
but basically it's information explaining the ratio of \ax benefits to investment for the 
investor for the first 5 years and whether there’s fitely to be 5 or more investors in each 
deal (if there's not 5 or more investors in each deal, there's still an issue as to whether 
we aggregate deals, but that's a different and later issue.) I think an executive summary 
would be very helpful as well as a whitepaper/opinioriflCV materials, etc, if they exist. 
Also, a contact person for foilow-up questiwis. (1 doni really think DPP-Tax should weigh 
in on this issue until WNT has reached a conclusion on the strength of the requirement to 
register.) 

Eve 


— Origina! Message — 

From: Walson, Mark T 

Sent: Wednesday, Septetrt>er15. 1999 8:03 AM 

To: Elgin, Evelyri 

Cc: Rosenthal, Stevert M 

Subject: FW; West 

Eve, we are working on a new tax product - WEST - that may have some tax shelter 
registration issues. Can you assist us with determining whether we need to register 
this product as a tax shelter? H so. what do you need from us to make such a 
determination? 

— Original Message — 

From: Wariey, Cared G 

Sent: Tuesday. September 14. 1999 7:28 PM 

To: Watson. Mark T; Baumann. Dale R; Rosenthal, Steven M 

Subject: RE: West 

Mark, Steve, and Dale, if this isn't rolled out until the end of September, could a 
client still logisticaliy even do a leveraged deal this year? Did Larry raise the 
tax shelter registration issue? The registration issue is a key point for my 
clients. 

— Original Message — 

From: Watson, Mark T 

Sent: Tuesday. September 14. 1999 4:36 PM 

To: Warfey. Carol G 

Subject: RE: West 

Carol, Larry sent Steve his first round of questions. I don't expect this product 
will be rolled out until the end of ^pterrd^er. 

-—Original Message— 

From: Wariey. Carol G 

Sent: Tuesday, September 14. 1999 2:32 PM 

To: Watson, Mark T 

Subject: West 

Any word from Larry? 



Carol Wariey 
PFP 

7J3-319-2I80 phone 

7}3-319'2040 fax 

ewa r}ev@kpme. com e mail 
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PRESIDIO ADVISORS, LLC 

333 Hayes Street Su«e 2Q0 Telephone (415) 284-7333 

SanFrancisco.CA 94102 Facsimtfe <415)284-7294 


Date April 20, 1999 

To John Rolfes 

Cwnpany Deutsche Bank 

Tel 
Fax 


p'wn Amir Makov 

Subject BLIPS friction costs 





oc John Larson, Bob PfeS" 

Td 

Fax 


John, further to our Friday phone conversation, I would like to describe tire necessary financing 
steps tiic BLIPS program will require. 


Day 1 : Investor’s LLC borrows a SIOOWM principal anount for 7 years at a^jyannual (or \ 9 
semi -lets discuss) coupon. Tbc price of the loan (the cash amount) Is to be detemuned after a 7 • 

day grace period. 

Day 7: Grace period is over and a cash value is detenniped baaed-^ the 7-year sw^prrate for day 
7. In today’s rate environnieni, flie price is approxlmatefe^ft 21^^ Once cash value is 
detennined. Investor’s LLC contributes ca^ street to to Partnership. Investor is 

assumed to have borrowed that amount starting on day I, and having invested the proceeds 
($162MM) at an account with Deutsche Bank (sec fnction costs #11- 


At the exact time the cash value for the loan Is detttmined, partnaship enters a fixed to floating 
swap whb Deutsche Bank Securities, where paitnei^p receives a fixed 16% annual (or semi, 
depending on the loan > lets discuss) and pays a Libor plus a spread [x] floating coupon. X is 
calculated such that the value of the swap is zero. The notional amount of the swap would be 
roughly eqvial to $I38MNi (to be discus^). The difference between the yield received on the C-w-jy. 
ca:;^ deposited with Deutsche Bank Securities and fite 3 tield paid would be fiictioa costs #2. 


On day fiO, Investor exits partnetahip and unwinds all trades in partnership. There b an^imount 
due to the bank based on accmal interest derivedJfiajp Jhe sur^ of fnction costs ! and 2. On 


The infimnation contained 
in tNs fecsimle message is 
privileged and conOdential 
mioimation intended solely 
for the use of the addressee 
listed above, (fyouare 
neither the intended 
redpient nor the employee 
or ogent responsible fer 


delivering this message lo 
die intended redptent you 
are heteby noSIled that 
any efisdo^re. copying. 
didriniSofl or the taking of 
any aefion in reCance on the 
contesrts of the teletoxed 
in^rmalion Is strictly 
prdutrited. If you have 


received this telefax in 
eiTOf, please tmmed^ly 
rtotiV us by telephone (call 
coD^ lo the number Ested 
above) to arrange for Ihe 
return of tite original 
document to us. 


Tti r RA/n»/i7n 


!i.npn RQO Ptz 


ewTMNvn oiwnTOJ VMVd awneinan :Ao lueR 
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Page 2 

April 20,1999 


average these costs should be approximate!/ 
($i62MM). For example, assuming the abovi 


1 basis points on the cash amount 
, at end of 60 days, partner^p will 


pay $4S,000 in total Metion costs to Deutsche Bank and Deutsche Bank Securities. 


In addition to “actual” friction costs, a ioanoriginarioniee and a brealu^e fee vrill be charged to 
Investor LLC and paitner^p. This fee ^ould approximately be 100 l»5ts points of the 
premium. In om- above example, Deutsdie Bank will earn a fee or $620,000. 


Both Bob and I will be in. New York this coming Friday. We would like to further discuss the 
loan / swap hedging and costs issues. I will call you tomorrow. 


Amir. 


7?? afipj* ce/ii»/+.n 


**nro ficifc , nwTVMVo 


vMwa au-^ctnan 
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New Product Committee Overview Memo; 

BLIPS Transaction 

This product has been developed with KPWIG and Presidio Advisors. In simple 
terms, for the Blips project, Deutsche Bank will act as lender, transaction 
executor, foreign exchange trader, and Know Your Customer Screener, KPMG 
will distribute the product to its clients. Presidio has structured the product and 
will act as the investment advisor. 

Presidio Advisprs 

There are 3 main partners at Presidio 

Robert Pfaff 
John Larson 
Amir Makov 

Bob and John built their careers at KPMG as tax attorneys and members of the 
6,000 person tax accountirrg group. Amir was recently at Sentinel, where he 
worked on the Dos Equis trades with DB. The Dos Equis trades, after all 
expenses, generated about $10-15 mm USD in fees to DB in 1998, 

Amir left Sentinel to join Presidio in early 1999. Amir’s original connection to 
Presidio was made through David Kelley and Roberto Marsella, formerly heads 
of the Deutsche Bank Structured Products Group. Kelley and Marsella will play 
no official role in the Blips transaction. 

Presidio is a well-known client to DB in the Private Bank, Special Products Group 
and the Equity Derivatives Group (Frankfurt). Last year, through the OPIS 
program, which involved a large program of equity derivative trades, OPIS 
generated fees to DB in the excess of $35 mm, and net of expenses, the number 
was approx. $33 mm. 

Presidio, in conjunction with ICA, has developed a new product called BLIPS. 
BLIPS will be marketed to client end users through KPMG mainly by John Larson 
and KPMG’s high net worth advisory practice. Amir Makov will take responsibility 
for executing and managing the caprtal market transactions for BLIPS. 


BLIPS TRANSACTION 


BLIPS will be marketed to High Net Worth Individual Clients of KPMG. 

It is envisioned that BLIPS will be a large program, covering over a 6 month 
period of time over 40 separate accounts / counterparties. 
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Loan Balances over linne could be as large as $5 billion in par amounts + $3 bn 
In premium. Fees to DB are estimated to be in the 1 .25% of premium range 
($30-1- mm usd). 

If DB proceeds with the BLIPS program, it will involve the following: 

1- HNW Individuals will be introduced to the DB Private Bank by Presidio/KPMG 
for Know Your Client Review. 

2- The “LLC” (HNW Individual is the single member of a Delaware LLC) will 
receive a nominal 7 year loan from the DB Private Bank. The Loan will be a high 
coupon loan (16%) and the loan amount will be delivered to the HNW Individual 
in the form of a par amount (1 00) and a premium amount (estimated at 60). The 
loan/premium amounts will be priced by Global Markets off the US Interest Rate 
Swap Curve. 

For tax and accounting purposes the Loan Liability for the LLC/HNW 
Individual will be the paramount only (100), not the premium. The LLC will also 
be obligated for the above market interest rate for the term of the loan. The Loan 
Proceeds (Par + Premium) will be held in custody in a DB Pledged Account in 
cash or near cash. Loan will include a prepayment clause wifo provisions to 
require repayment of unamortized premium in addition to principal. Loan 
conditions will be such as to enable DB to, in effect, force (p)repayment after 60 
days at its option. 

3- After a 7 to 10 day holding period, the LLC will transfer all Loan Proceeds to a 
Company/Partnership (‘Company’). The Company will also have 3% of par 
amount Equity Capital contributed by the HNW Individual and an additional .3% 
Equity Capital contributed by the Manager of the Company, Presidio, (in our 
example here the Company will have 100 Par amount + 60 mm Premium + 3 mm 
HNW Equity Capital + .3 mm Presidio Equity Capital for a total of 163.3 mm 
USD). The entire amount of funds in the Company will be held in custody at a DB 
Global Markets Margin Account 

4- Monitoring of the Collateral will be handled by the Global Markets group, as it 
will be executing all transactions on behalf of the Company. Presidio will act as 
the Investment Adviser to the Company. 

5- The Company will enter into an Interest Rate Swap to convert its Loan Liability 
from Fixed into Floating. 

6- The Company wiii enter into a series of FX transactions, all approved by DB 
and all executed by DB. Typical trades will be In the 2 month forward FX market, 
Long USD/Shorf HKD, Long USD/Short Argentine Peso, Long Euro/Short Danish 
Krone. 
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7- The Company's trades will typically have negative carry and will be designed 
to make $ for the Company in the event of a global markets crisis. In addition 
there will be negative carry for the Company on the Loan Interest that it owes vs. 
the interest on the funds ttiat it holds in the Global Markets Custody Account. 

B- The appropriate amount of Equity Capital in the Company will be determined 
by Global Markets Credit. 

9- The holding period / life of the Company will be 45 to 60 days. At the end of 
this time period, the Company will likely unwind all transactions, repay the loan 
par amount and premium amount. For tax and accounting purposes, repaying the 
premium amount will "count' like a loss for tax and accounting purposes. 

10- At all times, the loan will maintain collateral of at least 101% to the loan + 
premium amount. If the amount goes below this limit, the loan will he unwound 
and the principal + premium repaid. 

1 1- DB will have the right to terminate the Company and its activities as it will 
retain the right to approve/disapprove all trading activity in the Company. This 
will allow DB to effectively force the closure of the Company and the repayment 
of its loan to DB. However, it is not believed this right will be exercised due to 
“12” below. 

12- It is imperative that the transaction be wound up after 45-60 days and the 
loan repaid due to the feet that the HNW individual will not receive his/her capital 
loss (or tax benefit) until the transaction is wound up and the foan repaid. This is 
in addition to the de facto “put” DB will have on the loan. 

16- No loans are expected to go over year end 1999 due to DB constraints as 
well as the capital loss issue mentioned in “12" above. 

14- At no time will DB Private Bank provide any tax advice to any individuals 
involved in the transaction. This will be further buttressed by signed disclaimers 
designed to protect and “hold harmless" DB. 

15- DB has received a legal opinion from Shearman & Sterling which validates 
our envisaged role in the transaction and sees little or no risk to DB in the trade. 
Furthermore opinions have been issued from KPMG Central Tax department and . 
Brown & Wood attesting to the soundness of the transaction from a tax 
perspective. 
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WHO IS INVOLVED SO FAR AT DB 


The following people have been working on the transaction. Those from the 
Private Bank and Global Markets will be responsible for the ongoing running of 
the trade. 


Private Bank John Rolfes, Presidio Relationship Manager 

NN to come from DB/Bankers Trust Structured Credit 
Rick Stockton, Account Manager 

Global Markets Nancy Donohue, global market sales 
Steve Cohen, structured product credit 
Francesco Ptovanetti, structured products 


Accounting Rob Arnig, KPMG as advisor to the Bank 

Linnae Latessa Controlling, for treatment to the bank’s 
capital vis a vis loan principal and premium 

Tax Joe Cassidy, DB NA Tax 

Legal Michelle Cenis , DB 

Alvin Knott, Shearman & Steding 
Gerry Rokoff, Shearman & Sterling 

nb: Shearman & Sterling worked with DB on OPIS and Dos Equis 
transactions. 


DIVISION OF RESPONSIBILITY 


John Rolfes in Private Banking is presently the RM for Presidio and has taken 
joint responsibility with Doug Lemmonds for overseeing the BLIPS transaction. 
Private Banking will be responsible for 

Know Your Client for all HNW Names 

Sourcing from Treasury the Loan proceeds 

The Private Bank will be booking foe Loans 

Account Opening and maintenance of accounts 

Relationship Management of foe HNW customers to the deal 

Nancy Donohue can act as the RM for Presidio in foe 
Global Markets arena. Global Markets will be responsible for; 

Setting up ISDAs for 40 accounts 
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Setting up Margin Accxjunts for 40 accounts 

Pricing the Loan on the US Swap Curve 

Executing and Settling the Interest Rate Swap and FX Trades 

Monitoring, Daily, the value of the LLCs vs. Equity Balances 

Approvals received already from the following DB departments/divisions: 

Global Markets: Shamil Chandaria, Managing Director, Co-Head Structured 
Transactions Group 

Audit/Accounting: Rob Arning (XPMG Partner in chargo of DB Americas 
audit) 

DBNA Tax; Joseph Cassidy, Managing Director and Head of DBNA Tax 

DBNA Legal: Michelle Cenis, Resporrsibie for DBNA Legal Structured 
Products 

Forma! Approval is expected from DBNA New Products Committee this 
Thursday May 20. 
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This Enhanced Investment Strategy release is subject to a Confidentiality Agreement, Due to the 
proprietary and confidential nature of tnformatioD pertaining to this and any other strategies, no 
additional information other than what is provided below fe availabie to First Union employees. 
Only a limited number of employees within Fii^t Union shall be granted permission to sign a 
Confidentiality Agreement to become fully informed on the details of the strategy and this must be 
cleared through Diane Stanford, Manager of Financial Advisory Services. 

Capital Management Group 
Enhanced Investment Strategy Release 
February 2, 1999 


STRATEGY NAME - FLIP Strategy 

Target Customers : Potential Benefits : 

Individuals and/or Entities Individual Capital Gain Elimination 

Capital Gain of $20 Million or more Ck)rporate Capital Gain Elimination 

Other - Focused on Income Tax Planning 

Desire to sell significant stock position or selling business 
Medium to high risk tolerance 

EXAMPLE 

Individual with $25 million Capital Gain from Sale of Business 

Step 1 Individual entere into investment arrangement with Quadra Investments and pays 7.25% 

of notional amount for warrants of offshore company 
Step 2 Client buys UBS stock equal to at lea.st 5% of notional amount 

Step 3 45 to 50 days later, client buys out-of-the-money call options on UBS stock 

(approximate cost 1 .25% to 1 .5% of notional amount) 

Step 4 Approximately 90 days into the transaction, 90% of the client’s long position is sold 

Result: The basis of the stock owned by the offshore company attaches to the client’s slock. 

Upon sale, the additional basis generates loss. In addition to potential for investment 
return, the tax on the capital gain is offset by t!\e loss on the slock. 

Fees - Internal Use Only 

Transaction Fees to First Union arc $100,000 for a single investor; $75,000 per investor for multi-client 
strategies. Additional fees for asset management, funding loans, etc. are in addition to the above fee. 

Incentive Compensation: Direct payout for Trust Specialists and PICs limited to 5% in aggregate. 
Commercial bankers and PCG bankers: 1 00% to grid ( 1 997 partnership agreement honored). 

To the extent your disclosure to the customer or anyone else exceeds the information provided in 
this package, your commission will be forfeited and you will be precluded from participating in 
any other Enhanced Investment Strategies. 

CMG CONTACTS - Persons Autliorized 

The approved list of contacts within CMG Personal Financial Consulting Group includes; Diane 
Stanford, John Castrucci, Jeff Marlin, Tom Newman, Lisa Rudolph Fcathcrngill 

rinplan/fmplan/chariol/l-JSR2-d«. c:\eisr2 
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Watson, Mark T 


From: Lanning, John T 

Sent: Wednesday, February 10, 1999 9:45 PM 

To: Eischeid, Jeffrey A 

Cc: Ammerman, Douglas K; Watson, Mark T; DeLap, Larry; Stein, Jeff; Lippman, Michael H 

Subject: RE: BLIPS 


Jeff et al: 

Given the marketplace potential of BLIPS, I think a nroMith e far too tong - especially in the spirit of "first to market". 
I'd like for ail of you, within the bounds of good professional judgemenL to dramatically accelerate this timeline. 

Jeff - after consulting with Mark and Larry, I'd like to know how quid^ly we can gel this product to market. 

John 


— Original Message — 

From: Eischeid. Jeffirey A 

Sent: Tuesday, February 09, 1999 5:22 PM 

To; Lanning, John T 

Cc: Ammerman, Douglas K: Walson, Mark T; DeLap, Larry 

Subject: BLIPS 


John- 


I am writing to update you on the status of the BLIPS as an OPIS replacement strategy. A draft KPMG more-likely- 
than-not opinion was sent to Mark and Jeff ^ysik late this afternoon so that they can begin the Washington National 
Tax review. This will obviously take some lime. Assuming they are comfortable with the opinion, we can take the 
strategy to Larry DeLap for DPP Tax review and assistance with DPP Assurance review. This wilt also take some 
time. However. I would think we can reasonably anticipate "approvaf in another month or so. 

The investment analysis has been completed by Presidio and Sentinel Advisors. That will be at WNT by the end of 
this week. Finally, we have received a tetter from Brown & Wood indicating their concurrence with the more-likely- 
than-nol conclusions in KPMG's draft opinion. 

Please call me if you have any further questions. 

Jeff 
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Watson, Mark T 

From; Rosenthal, Steven M 

Sent: Monday, February 15. 1999 8:28 AM 

T o; Watson. Mark T 

Subject: RE; BLIPS Progress Report 



Mark. 

Richard and I met yesterday (Sunday) to discuss. We need some more facts before we can finish. I Uiink we can get 
these facts this week. Also, we need to meet collectively (across groups) to identify responsibility for issues. Again, t think 
this can happen this week. We will need to do a little more research, and I expect we can sign-off (or not) by the start or 
middle of next week (i.e., by the 24th). 

Steve 

Original Message — 

From: Watson. Mark T 

Sent: Monday. February 15. 1999 7:48 AM 

To; Smith. Richard H; Rosenthal. Steven M; Sams, James K; Kelloway. Usa A 

Subject; BLIPS Progress Report 

I have to give John banning and Doug Ammerman a progress report on our review of BLIPS. Thus, I would be grateful 
if you would let me know where you are in toe review process, whether you have identified any technical oroblems, 
and when you think you will be finished with your review. 

Thanks. . . 

P.S. I don’t like this pressure any more than you do. 
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Peat Marwick LLP 

Washington National Tax - Tax Innovation Center 

MEETING SUMMARY 

Meeting called by; Mark Sprillger/Mark Watson Meeting date: Fcb. 19, 1999 

WNT-TIC/PFP 

Facilitator. Mark Spiinger/Mark 
Watson 

Panidpants: JeffEiscbcid Note taken JeffZysik 

Eve Elgin 
John Gardner 
Richard Larkins 
Steve Rosenthal 
Jim Sams 
Richard Smith 
Mark Springer 
Mark Watson 
Phil Wiesner 
JeffZysik 


Purpose of meeting: • Determine if BLIPS is viable Ref: p:\oscfs\jzysik\products\admin\02_l9s 

• Discuss impact of Admin, budget um.doc 

proposal 

Outcomes: •• Final decision that BLIPS is/is not viable 
postponed 

• Additional responsibilities for moving 
BLIPS forward were assigned 
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Items Discussed - Friday, Action Item/Resolution 
Febniaiy 19 

1. Agenda overview 

2. Overview of BLIPS 


3. Roundtable The following issues weio deemed most critical, in order of 

discussion of critical perceived importance: 
issues 

1. Section 705(a)(2)(B) 

2. Section 752 

3. Section 465 

4. Section 183/Est. ofBarons 

5 . Economic purpose 

6. Additional structuring issues 


4. Discussion - if 
opinion letter 
strengthened, 
transaction 
restructui^ might 
there be a technically 

viable product? Maybe. See issues below. 


705(a)(2)(B) The unanimous consensus was that a technically viable product 

exists only if the sec. 70S(a)(2)(B) issue can be resolved. Thus, 
resources should be focused on resolving the sec. 705(a)(2)(B) 
issue. The sec. 705(a)(2)(B) issue pertains to whether fc^nd 
premium is a nondeductible, non-capital item for purposes of 
sec. 705. 

Even if the section 705(a)(2)(B) issue is favorably resolved, the 
752 group was not satisfied that the opinion letter has adequately 

addressed sec. 752, Specifically, the Rev. Rul. 95-26 discussion 
was deemed inadequate, and there was a consensus that the 
analysis of Rev. R^s. 73-301 and 81-241 failed to adequately 
address the fact patterns and holdings found in those Rev. Ruls. 
Also, the opinion letter fails to address adequately Rev. Rul. 88- 
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Economic substance 


The opinion letter attempts to establish an economic substance 
standai^ that the group does not believe is the standard 
articulated by the courts. In addition, the opinion letter lacks a 
thorough application of the expected BLIPS facts to the 
established standard. 


Additional The group had additional issues with how the transaction was 

Structuring issues structured. For example, there was a discussion as to whether 
there are any business situations, other than BLIPS, that can be 
identified were a loan would be structured in this manner. 
Another issue discussed was Aether the bank involved was a 
partner in the transaction if the funds and trades all remained 
with the same institution. Not all issues identified are set forth 
here, as discussed below. 


1 83/465/£s'/. Baron The s«:tion 1 ^VEsiate of Baron discussion should be 

strengthened. Similar comment with respect to the section 465 
analysis. 


5. If yes, discuss/decide 
/assign responsibilities 


The consensus among the group was that the section 
705(a)(2)(B) 705(a)(2)(B) issue needs further analysis. Thus, the appropriate 

members of WNT will research sections 163 and 988 in an effort 
to determine how the amortization and/or repayment of bond 
premium should be treated for section 705 purposes. A second 
meeting of the group is planned for 2/23 at 4:00 p,m to discuss 
their findings* JeffEbcheid/Randy Bickham are invited to 
participate in person or via phone. A cal! in number will be 
provided prior to that meeting. It is suggested that Randy 
Bickham also move forward immediately to bolster the 
argt^ents found in the opinion letter and that he supply any 
additional support for the conclusion reached in the opinion 
letter with respect to this issue. 

Assuming the section 705 issue can be favorable resolved, 

752 Randy Bickham should then attempt to bolster the section 752 

arguments made in the opinion letter. 

The economic substance issues have been addressed by a 
Economic substance number of white papers prepared by WNT. An excerpt that sets 
forth the standard established by the courts as interpreted by 
WNT will be forwarded to Randy Bickham, who should 
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183/465/£j/. Baron 


Additional 
Structuring issues 


incorporate the standairi into the opinion letter and then apply 
the BLIPS facts to this standard. 

A discussion about the need to strength tius analysis was held 
earlier between M^k Watson and Jeff Eischeid. Randy 
Bickham^evin McGarth should work on strengthening the 
arguments set forth in the opinion letter on these issues, 
assuming the section 705(a)(2)(B) is resolved favorably. 

Although a number of other issues were identified (all of which 
are not set forth here), based on JeffEischcid’s comments that 
the investment structure is open to vride changes, the consensus 
was that before these issues should be addressed, a detennination 
should be made that the critical technical issues can be addressed 
favorably. 
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Rosenthal, Steven M 

From: Rosenthal, Steven M 

Sent; Tuesday, April 06. 1999 3:55 PM 

To: DeLap. Larry 

Cc: Springer. Mark A 

Subject: RE; BLIPS 


Larry, 

i would not characterize my assessment of U>e econcwTiic substance of the "premiurn borrowing" in the BLIPS 
transaction as "positive.” I had one conversation with refresenlatives of the Presidio investment firm, and did not find their 
economic arguments compelling. There is a "cash-flow" difference between borrowing at a premium rate and borrowing at 
a market coupon rate, although, in my judgemenL the difference is small {the "cash-flow" from payments under a premium 
borrowing arguably offsets the increasing risks from ttie graduated invesLnent strategy). Also, these advantages, however 
small, disappear if the investment strategy is changed to require full investment from the start (which is what ! now 
understood the transaction to require). 

I summarized my understanding of the econonwc arguments for the premium borrowing in a short E-mail to Richard 
Smith (which ! will forward to you). I have not been asked to evaluate the business purpose of issuing a premium bond, 
the economic substance of the BLIPS investment program..or the overall business purpose/economic substance of the 
BLIPS transaction. 

Steve 

— Original Message — 

From: . DelJp. Larry 

Sent- Friday, Apr« 02. 1999 1:53 PM 

To: Rosenthal, Steven M 

Subject: FW: BLIPS 

Steve - 

Is the reference to "Steve's positive assessment" accurate? 

Larry 

— Original Message — 

Prom: Arrvnerman, Douglas K 

Sent Friday, Apm 02. 1999 12:57 PM 

To: Lannmg, John T 

Cc: Stein, Jeff; Uppman, Michael H; DeLap, Lany: Brian Rivotto; Caroiyn Brar^an; David Zsudtke; Oenr\l$ Ito; <3len Wright; James Duty, 

Jeffri^ EischeM; Mark Watson; Neil Tendler; Neil Wolfson; Robert Pedersen; Robert Perei; Trade Henderson; WlCiam 
Goldberg 

Subject: BLIPS 

John, 

I wanted to provide you with a quick update oo the status of the BLIPS approval process and what we can expect over the next 
few days. 'This summary Is based upon multiple conference calls throughout the last rwo weeks with Jeff Eischeld, Randy 
Bickham, Mark Watson and others. Additionally, I have spoken directly with John Raedel and have exchanged merges with 
John Cuhim and Phil WIesner. 

Registration Issue. Lairy DeLap, based upon a technical analysis by Eve Elgin, concluded that the product fell within the 
purview of Internal Revenue Code Section 61 Ufc) and must m registered as a tax shelter. Eve's conclusion was that there was 
no reasonable basis for not registering the product. In response to DPP’s position, Randy Bickham prepared the attached 
memorandum to Mark Ely da^d Ma^ 24, 1 999, that concluded that there was a reasonable basis for not registering based upon 
satisfying die ""tax shelter ratio” test contained in Code Section 61 1 1. Based upon the logic contained in the memorandum and 
his own independent assessment, Mark a^cd that there was a reasonable basis for not registering the product as a tax shelter. 

He is drafting a memorandum to DPP setting forth his logic for concluding that there is a reasonable basis for not registering the 
BLIPS product. 

Technical Issues. The only remaining technical issues are the aMlicability of Internal Revenue Code Section 988 to the^ 
“ordinary” version of the product and Phil Wicrier’s final sign-off on whether the BLIPS product meets Ac requisite business 
purpose threshold. 

Jim Sams could not initially get to a MLTN position with respect to the application of Code Section 988 because of the anti-abuse 
provision contained in the regulations under Code Section 988. The anti-abuse provision incorporates a “substance over form” 
analysis that allows the Commissioner to recharacterize the liming, source and character of transactions. Jeff Eischeid and Randy 
Bickham prepared that attached memorandum dated March 31, 1 W9, which concludes that on a "more-likely ihan-n£« b^is" that 
an application Code Section 988(a) allows for ordinary income or loss treatment and the anti-abuse provision contained m 
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Rosenthal, Steven M 

From: Rosenthal, Steven M 

Sent: Monday, April 26, 1999 7:35 PM 

To: DeLap. Larry 

Subject: RE: BLIPS Analysis 


Larry. 

The attached write-up makes some sense to me. although it is filled with technical mumbo-jumbo that is not 
particularly useftjl. The basic argument is that the BLIPS partnerehip prefers a payment schedule that is front-loaded, 
when the partnership's Investinents are less.risky. Sort of like you planning to make larger principal payments on your 
mortgage when you are a partner, and planning smaller principal payments when, in the future, you expect to give up your 
partner statijs to start up a new business (which might eirtier be very successful or very unsuccessftjl). Of course. Uie 
BLIPS partnership also could structure its borrowing with market-rate coupons and more up-front principal payments, 
rather than borrow with above-market coupons— and achieve the same tsconomfc effect without the tax benefits. 

I think the duration and convexity analysis is contrived (and largely irrelevant). The argument again is a cash flow 
argument: that convexity hedging is better accomplished ttirough cash flow payments of a premium borrowing rather than 
a market borrowing. I think this argument is suspect First. I susperrt flrat the convexity effect of a premium borrowing is 
very small. Second, ! doubt that anyone uses premium borrawings as a convexity hedge (convexity hedges generally are 
accomplished using options, according to my texttmoks). 1 asked earlier for any articles that might recommend a premium 
borrowing as a convexity hedge and was never given any. 

Call me to discuss If you like. 

Steve 

— Original Massage — 

From: DeLap. Larry 

Sent Friday. 33. 1S99 8;04 AM 

To: Rosenthal, Steven M 

Subject' FW; BLIPS Analysis 

Importance: High 

Steve - 

1 cannot figure out what this has to do with the business purpose of the investor borrowing the kinds outside the 
partnership. However, putting aside the "who is the borrower" issue, does the attached write-up make sense to you? 

Larry 


Importance: High 


Bickham. Randall S 

Wednesday, April 2t. 1999 6;00 PM 

DeLap, Larry 

Ebdield, Jeffrey A 

FW: GLIFS Analysis 


— Original Message — 


From: 

Sent: 

To: 

Cc: 

Subject: 


John Larson [SMTP*4larson<$oresidl 
Wednesday, April 21, 1999 10:38 AM 


BLIPS memo revised 


all changes made 
« File; BUPS0308.doc » 
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Watson, Mark T 


>om: 

jnt: 

.o: 

Cc: 

Subject: 


Rosenthal, Steven M 
Friday, May 07, 1 999 4:48 PM 
Wiesner, Philip J 

Springer, Mark A; Smith, RlchanJ H (WNT): Watson, Mark! 
Who is the Borrower in the BLIPS transacbon 


Phil, 

As a follow-up to our meeting this morning. I wanted to outline my concerns on the “Who is the Borrower" issuer. My 
research suggests that this question turns on economic ajbstance-and a "facts and circumstances" determination. My 
largest concern is that the BLIPS facts suggest that, In economic substance, the partnership, rather than the individual 
investor is the true borrower (assuming there is a debt). I believe the following facts are problematic: the investor is 
nominally the borrower for only a transitory period (7-10 days); the loan is non-recourse (the investor never assumes any 
persona! liability); the investor does not control the proceeds (the proceeds are left in the bank) and the investor apparently 
has little investment discretion while it holds the funds: the investor presumably will earn a negative spread while it holds 
the proceeds; the bank-and all of the other parties to the transaction- will look to the partnership, and not the investor, to 
repay the loan; the non-tax business reason for the investor to borrow the proceeds and convey the loan is not substantial 
(the purported reason, leverage, can be accomplished In or out of toe partnership). 

The case law (Plantation Patterns, NIPSCO, Aiken) emphasizes that toe substance (which requires a non-tax business 
purpose), and not the form, of an arrangement is critical to answering the question of "Who is the Borrower." Thus, in 
NIPSCO, a back-to-back finance arrangement that provided the intermediary with dominion and control of the funds and a 
positive interest rate spread was upheld, but. in Aiken, an intermediary that earned no profit was not respected. 

The S-corporation cases appear of limited value. In these cases, the individual actually borrows and enters into another 
loan agreement (and thereby remains liable on the original loan). In our case, the individual borrows and then conveys the 
"sumed loan to the partnership (without a substantial change in its ectxiomic position), in addition, in these S corporation 
jes. the bank typically was unaware (and did not care) that toe loan proceeds were relent (see, e.g.. Bolding). In BLIPS, 
..le bank (and the other parties) contemplate that the partnership, and not the investor, will repay the loan. Likewise, in 
Rev. Rul. 80-240, in a structure very similar to BLIPs (but, with a corporation and not a partnership, assuming a loan 
borrowed by an individual), the IRS determined that the individual would be ignored for federal income tax purposes 
because the individual was merely an intermediate agent (and there was no plan or intention for the individual either to 
own the property acquired with the loan proceeds or repay toe loan proceeds). 

Even If we could surmount these first two issues (i.e., a non-tax business purpose and the requirement that the parties 
look to the investor as the borrower), there are further hurdles to relying on these S-corporation cases. In Bergman v. U.S. 
(decided last month by the ath Cir.), the court emphasized that "(Ijoan transactions, like ali transactions, must have 
Independent economic substance to confer tax benefits on the parties (citations omitted). The tax benefits of creating 
indebtedness thus may be set aside if the taxpayer's economic situation has not actually changed (citations omitted]; 
Actual indebtedness is created only where there is an economically significant change in the taxpayer's wealth; in other 
words, there must be an actual economic outlay that leaves the taxpayer poorer in a material sense [citations omitted].’' In 
a non-recouree situation, like BLIPS, the investor appears no poorer, or at more risk, by serving as an Intermediary, as 
compatad to his exposure If the partnership had borrowed the proceeds directly. 

Stsyv 
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Rosenthal, Steven M 

From; Rosenthal, Steven M 

Sent; Wednesday. August 18, 1999 8:35 AM 

To: Watson, Mark T 

Subject: RE: BLIPS Documents - Acceptance of Recommended Language 


I feel strongly tfiat we should disclose all tex risks, but I ftink Lany DeLap needs to make the call. I know tfiere 
will be "heat," but the dooiments are not consistent witti our or^'m^ understanding on this point (and, as i understand from 
Ric^arel. wi not be modified). 


Can we get together? ! am in today and Friday and mo^ of next week. Thanks. 


— Onginal Message — 

From: Watson, Mark T 

Sent: Sunday, Ai^ust 15, 1999 157 

To: Rosenthal, Steven M 

Subject: RE: BLIPS Documents -Accei^ance of RecommerKied Language 


Steve, how sfrongly do you feel about tois? If I reuse ttiis Issue, I suspect we will get some serious push back. I am 
prepar^ to raise toe issue, but we may take some more "heat" for doing so at this stage of toe "game”. 


Original Message-^ 

From: Rosenthal, Steven M 

Sent: Sunday, August 15, 19998:18AM 

To: Watson, Mark T 

C'c; Schwartz, Carol A; Larkfris, Richard G 

Subject: RE; BLIPS Documents - Acceptance of Recommended Language 
Mark, 

I think if we follow Richard's approach to rely on toe representaiions below, we must disclose to our cHsnte 
the possible downside of toe transactioh (l.e., that there is a possibility of discharge of indebtedness income). 

I think you will need to raise this issue in toe marketing of toe transaction (and the opinion). 

Steve 


— Original Message — 

From: ' 

Sent 
To: 

Cc: 

Subject: 

Marie 

If counsel/Presidio can represent (() that all of toe restrictions contained in the definition of Permitted 
investments are commerdal. customary, arm's lengto provisions for nonrecourse loans with highly- 
leveraged borrowers, and (ii) that, based on the Credit Agreement, the Bank is obligated to enter Into any 
of the Permitted Investments if requested by the Borrower and that should the Bank exercise any 
discretion in this regard, toe Borrower would have a significant cause of action against the Bank tor breach 
of contract then we could conclude that the Borrower more likely than not has a unilateral option as 
defined in Reg. sec. 1.1001-3(c)(3). 

Richard 


Latkins, Ricnard G 
Tuesday, August 10. 1999 11:30 AM 
Watson, MarkT 

Schwartz, Carol A; RosenU^I, Steven M 

BLIPS Document^ - Acceptance of Recommended language 
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Rosenthal, Steven M 


From: Watson, Mark T 

Sent: V\fednesday, May 05. 1999 9:21 ^ 

To: Ammerman, Douglas K: Bscheid. Je^ey A; Blckham, Randall S 

Subject: BLIPS 


Based on our meeSng on April 30 and May 1 , 1 am not comforteWe with the BLIPS fKoducS for the foltowr^ reasons: 

• AcconJing to Presidio, the probability of maWng a profit from this strategy Is remote {possible, but remote). Thus, ! 
don’t think a ciienfs representation toat toey toought there was a reasonable op^rtunity to make a profit is a 
reasonable representation, if it isn't a reasonable representation, our opinion letter is wc^less. 

• The bank will contnji. via a veto power over Presidio, how the "toan’’j3roceeds are invested. Also, it appears teat the 
bank will require this "loan" to be repaid In a relath/eiy short period of time (e.g., 60 days) even toough it is structured 
as a seven-year loan. These foctors.make it difficult for me to conclude that a bona fide ban was ever made, if a 
bona-fide ban was not made, the whole transaction faRs apart 

Until these issues are resolved satisfoctorily, I don't ttiink we should release this product 

Mark T Watson 

Partner 

KFMG - Washington National Tax 

202-467-2433 (phone) 

202-822-8887. (fax) 
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Watson, Mark T 

tanning, John T 
Monday. May 10, 1999 6:02 PM 
Watson, MarkT 

Wiesner, Philip J; Ammerman, Douglas K 
RE; BLIPS 


Mark: 

1 hear you, but still wonder why someone wasn’t asking these questions of Presidio months ago? 

John 

— Original Message — 

From: Watsor:, Mark T 

Sent Morviay. May 10, 1999 10:29 AM 

To: tanning, John T 

Cc: Wiesner, Philip J; Ammerman, Douglas K 

Subject: FW: BLIPS 

- John, in my defense, my change. in heart about BLIPS was based on information Presidio disclosed to me at a 
meeting on May 1. This infotmation raised serious concerns in my mind about the viability of the transaction, and 
indicated that WNT had not been given complete 'mformation about how the transaction would be structured when we 
were aske'd to review the model opinion letter. 

I want to make money as much as you do. but 1 cannot ignore information that raises questions as to whether the 
subject strategy even works. Nonetheless, I have sent Randy Bickham four representations that ! think need to be 
added to our opinion letter. Assuming these representations are made, I am prepared to move forward with the 
strategy. 

— Original Message — 

From: Wiesner. Philip J 

Sent Monday, May 10, 1999 9:51 AM 

To: tanning, John T; Ammerman, Douglas K 

Cc: Stein, Jeff; Uppman, Michael H; Smith, Richard H (WNT); Watson. Mark T; Rosenthal. Steven M; DeLap, Larry 

Subject RE: BLIPS 

John/Doug; Many people have worked long and hard to craft a tax opinion in the BLIPS transaction that satisfies 
the more likely than not standard. I believed that we in WNT had completed our work a month ago when we 
forwarded the opinion to Larry. Based on my attendance at numerous technical meetings and my reading the 
opinion. I came to the conclusion that we could reach an overall more likely than not lax opinion based on the 
information provided re business purpose and potential profit and the representations to be provided by the 
Investor and Presidio. We viewed our role as a positive one, ie, we would work very hard to achieve, if possible, 
the desired level of opinion and suggest improvements, in particular, to limit the risks which the Firm is assuming 
by issuing the opinion. 

The speed to market issue is also troubling to me, but perhpas for different reasons. First, this is a classic 
tiBnsaction where we can labor over the technical concerns, but the ultimate resolution • if challenged by the IRS • 
will be based on the facts (or lack thereof. In short, our opinion is only as good as the factual representations that 
it is based upon. As the courts did in the individual tax shelter cases of the 60s and in the recent ACM case, the 
decision will be based not on the techical niceties, but on the overall issues of whether in fact the investors 
approached the transaction from a business (Ike point of view with a real desire to make a profit other than from 
tax benefits. Second, we have been dealing with a true prototype opinion where the facts keep evolving. The real 
"rubber meets the road* will happen when the transaction Is sold to investors, what the investors* actual motive for 
investing the transaction is and how the transaction actually unfolds. Our opinion will be worth little (but we will be 
-protected from risk if it is properly caveated) is the actual fads bear little relation to the assumed facts In the 
opinion. Note: This is Mark Watson's primary concern based on the recent Presidio discussions at a PFP meeting. 
Third, our reputation will be used to market the transaction. This is a given in these types of deals. Thus, we need 
to be concerned about who we are getting in bed with here. In particular, do we believe that Presidio has the 
integrity to sell the deal on the facts and representations that we have written our opinion on?! We have had past 
experience in the foreign stock redemption and the OPUS transactions which shows how difficult it is to keep the 
facts in line. Thus, the process has been slowed by a number of very critical forces which have been at work. 
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Watson, Mark T 

From: Watson, Mark T 

Sent: Wednesday, August 04, 1 999 9:25 AM 

To: Brockway. David H; Springer, Mark A; Ammerman, Douglas K 

Subject: BLIPS 

Gentlemen, we are almost finished with our second review of ttie loan documents and LLC 
agreement related to BLIPS, and t anticipate ttiat we will submit our final comments on these 
documents by the end of business today. The PFP practice wll then begin implementing the 
BLIPS transaction, and we anticipate that approjdmately 80 transactions will be implemented 
before 12/31/99. 

However, before engagement letters are signed and revenue is collected, I feel it is important to 
again note that I and several other WNT partners remcun skeptical that the tax results purportedly 
generated by a BLIPS transaction would actually be sustained by a court if challenged by the 
!RS. We are particularly concerned about the economic substance of the BLIPS transaction, and 
our review of the BLIPS loan documents has increased our level of concern. 

Nonetheless, since Richard Smith and Phil Wiesner - the WNT partners assigned with the 
responsibility of addressing the economic substance issues associated with BLIPS -- have 
concluded that they think BLIPS is a “more-Kkely-than-not" strategy, 1 am prepared to release the 
strategy once we complete our second review of the loan documents and LLC agreement and our 
comments thereon (if any} have been incorporated. 
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Rosenthal, Steven M 

Stein, Jeff (USATKse Chairman) 

Monday, January 17, 2000 9:43 PM 
Rosenthal, Steven M 

Smith, Richard H (WNT); Jcrf^n T 

BLIPS 2000 


Steve * The PFP guys really need your help on the KJPS 2000 strategy. 1 understand you have uncovered some issues 
that need to be dealt widi. They need your help not only in spotting the issues but also in helping them resolve friem 
favorably so w/e can take this to maiket. Your on Ws over the next few days would be most appreciated. If you 

need additional resources please let me or Richard know. Thanks for you help. 


From: 

Sent: 

To: 

Cc: 

Subject: 
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Rosenthal, Steven M 

Prom: Rosenthal, Steven M 

Sent: Monday, March 06, 2000 7:13 PM 

To: Brockway. David H 

Subject: Blips 1. Grandfathered BS^js, and Blips 20(M) 


David, 

As you asked Uils morning, I am writing to communicate rr^ views ot the economic substance of the Blips, Grandfathered 
Blips, and Blips 2000 strat^ies. Throughout this process, ! have been troubled by flie application of economic substance 
doctrines (t.e.. is there a debt? who is the borrower? vriiat is the amount of the liability? is tiiere a sufficient non-tax 
business moUvation for the investor) to these strategies, and have raised my concerns repeatedly in internal meetings. 

The fecte as I now know &)em. and the law that has devdoped, has.not reduced my level of aincem. 

In short in my view, i do not believe tiiat KPMG can reasonably lssi« a more-likeiy-than-not opinion on these issues. } 
know tfiere is some dispute, for instance, on the proper standard for noiv-tax business purpose (which, i believe, is the 
higher standard, the "primary" test). However, regardless ofwhich standard is applied, I do not believe that KPMG can 
reasonably Issue a more-likely-tiian-not opHnlon cm tte economic substance issues for the Blips (or die Grandfethered 
Blips) strategies. Because Blips 2000 is still being designed, there is some ability to im^xove the substance of the strategy. 
In my view, however, even after any potential improvements, Blips 2000 is also unlikely to satis^ a more-likely-th^-not 
stanctard on ftie issues. 

Steve 
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Peat Marwick LLP 

Washington Nationai Tax 


To Distribution List Date February 1 1, 1999 

From Jeffrey C Zysik Steno jcz 

Washington National Tax - Tax Innovation Center Hef cAwindowsUemp'^ioojp.doc 

BLIPS 

As each of you is by now aware, a product with a very high profile with the tax 
leadership recently was submitted to "WNT/Tax Innovation Center. We are charged with 
sheparding this product through the WNT “productization” and review process as 
rapidly as possible. The product is perceived to have a very high value. Following is a 
grid that identifies the different code sections/technical areas ♦hat we know impact the 
strategy, and the name, of the partner who has agreed to take lead responsibility for 
reviewing the pro-forma opinion letter with respect to the area. 

Should you identify issues not in your area of responsibility that you believe are not 
identified in the grid or which you wish to comment on, please forward your observation 
to the appropriate lead professional or his or her designee. We would like to conclude 
WNT review by COB Wednesday, Feb. 17. Thanks for everyone’s assistance. 

Lead Professional 
Richard Smith 
Richard Smith 
Richard Smith 
Richard Smith 
Steve Rosenthal 
Steve Rosenthal 
Jim Sams 
Lisa Kelloway 
Eve Elgin/Lany DeLap 
Eve Elgin/Larry DeLap 

Distribution List: 

Lairy DeLap 
Eve Elgin 
Lisa Kelloway 
Steve Rosenthal 
Jim Sams 
Richard Smith 
Mark Springer 
Mark Watson 
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Technical Area/Code Section 
Subchapter K 
At-risk (Sec. 465) 

Passive activity rules (Sec. 469) 

Anti-abuse (Regs. Sec. L701-2) 

OID issues (Secs. 1271-1275) 

Anti-abuse (Sec, 1.1275-2) 

Foreign currency transaction (Secs. 985-988) 
Sec. 269 

Penalties (6662-6664) 

Business Purpose/Economic Substance 




670 


March 28, 2000 


Memorandum for David Brockway 

Subject: Talking points on significant tax issues for BLIPS 2000 


General facts 

In the BLIPS 2000 transaction, an investor enters into a $100 million face-amount 
fixed rate nonrecourse loan from Deutsche bank. Under the terms of the loan, the $100 
million must be repaid in 7 years, and interest is payable at an annual rate of 16% on the 
$100 million face amount. If the loan is terminated prior to the 7-year maturity date (by 
an “event of default”), there is a prepayment penalty (which may vary based on interest 
rates at the time of termination). The investor receives $160 million in loan proceeds for 
entering this loan, which may be invested pursuant to limitation^ Under the loan 
documents (which includes certain foreign currency investments). After some period of 
time (most likely 60 days), the investor intends to exit from the investment program by 
transferring any and all investment assets to an off-shore entity in exchange for the 
assumption of the $100 million loan. 

Intended tax results ‘ . 


Investor expects to deduct a $60 milhon ordinary loss from the transfer of the 
investment assets to the off-shore entity (the loss is equal to the amount received— 
arguably $100 million from the assumption of the Uability-minus the basis in the 
investment assets, $160 million). 

Significant tax issues 

1. Is the amount realized from transferring the investment assets only $100 million 
(which results in a $60 million loss)? How does Tufts affect this determination? 

Pro; The amount realized is the amount of liability that has been assuined, $100 
million. The loan may ultimately be repaid for $100 million, and any prepayment penalty 
is speculative. Tufts is limited to its facts. 

Con: Economically, the amount of the liabihty is $160 million. The $60 million ' 
"premiurn” is, in effect, an additional liability, which is expected to be repaid over the 7 
, years or, if the loan is terminated early, at the time of termination. Under the principles . 
of Tufts , an amount should be realized on the reUef of ajqan if no income has been 
recognized on the original entering of the loan. Also, under the principles of Tufts , an 
amount should be realized on the relief of a loan if the taxpayer created basis by applying 
the loan proceeds to the purchase of property used to secure the loan. 
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2. Is the $60 million loss deductible under section 165(c)(2)? 

Pro: A "rational argument can be made” that the standard for a deduction under 
section 165(c)(2) is only a reasonable expectation of profit, which can be satisfied by 
relying on representations. A "bona fide” loss is determined by income tax accounting 
principals, not economic principles. 

Con: The standard for a deduction under section 165(c)(2) is a "primary" 
purpose test (i.e., a predominant non-tax purpose), which is unlikely to be found. Also, 
the regulations provide, that "[s]ubstanee and not mere form shall govern in determining 
a deductible loss." 

3. Will the investor's loss be limited by the Section 465 "at risk" rules? 

Pro: No, neither section 465 nor the corresponding regulations establish 
parameters for aggregating and/or segregating activities related to the production of 
income (i.e., investment activities). As a result, an investor should be permitted to 
cotiibine all directly-held investment activities into one activity (and, thus, include all of 
his other investment assets in computing the at-risk amount in the BLIPS 2000 strategy). 

Con: Yes, neither section 465 nor the corresponding regulations permit an 
investor to aggregate all activities engaged in for the production of income. In fact, since 
Section 465(c)(3) specifically aggregates trade or business activities (but not investment 
activities). Congress apparently intended that taxpayers not aggregate investment 
activities when determining their "at-risk" amount with respect to a particular investment 
asset. Since an inv^tor who participates in the BLIPS 2000 transaction will purchase 
assets using proceeds from a nonrecourse loan (which, pursuant to section 465(b)(2), will 
not give the investor an "at-risk" amount), if the investor cannot aggregate his investment 
activities, he could not deduct his $60 million loss on the subsequent sale of the assets 
purchased pursuant to the section 465 limitations. 

4. Is there a loan? 

Pro: The documents wiU be stylized as a loan. 

Con: The investor will have very little control over the proceeds of the "loan," 
and cannot incur any liability apart from fees, etc. 

5. What is the amount of the loan? 

Pro: The amount of the loan is $100 million, the face amount. 

Con: In substance, the amount of the loan is $160 million, in light of the 
prepayment obligations, and the expectation that the loan will not be outstanding until 
maturity. 
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6. Is the business purpose for the loan, the investment, and the subsequent exchange 
of the investment assets, sufficient to permit the deduction for the loss? 

Pro: Yes, the investor will represent that he expects to make a profit, and the 
subsequent exchange is a reasonable exit strategy after the investment program is 
completed. 

Con; No, the $60 million loss is independent of any profit expectation (that is, 
the investor expects to take a $60 million loss regardless of whether he makes or loses 
money on the investment’strategy). 

7. Is Notice 99-59 a new barrier to a BLIPS-2000 strategy? 

Pro: No, Notice 99-59 applies to different facts and creates no new law. 

Con: Yes, Notice 99-59 applies to arrangements where ''[t]hrough a series of 
contrived steps, taxpayers claim tax losses for capital outlays that they have in fact 
rec'bveied." In addition, the IRS litigation position now is stated clearly for "artificial" 
losses. 

8. . Is the avoidance of the interest offset attributable to the premium an abuse of the 
OID anti-abuse regulation that provides that "[i]f a principal purpose in structuring a debt 
instrument or engaging in a transaction is to achieve a result that is unreasonable in light 
of the purposes of section 163(e), sections 1271 through 1275, or any related section of 
the Code, the Commissioner can apply or depart from the regulations under the 
applicable sections as necessary or appropriate to achieve a reasonable result." 

Pro; No, a premium is treated symmetrically on the assumption of a loan (i.e., 
the original borrower avoids the offset to interest expense, but the new borrower must 
include the offset). Also, the anti-abuse rule only permits the Commissioner to apply or 
depart from his regulations, and not to create new rules. As a result, because there is no 
regulation to force a recapture of a premium, the Commisioner Cannot create a new rule 
on audit. (Under reg. sec. 1.61-12(c), a premium is excluded from income and, under 
reg. sec. 1.163-13, the premium is included as an offset to interest as the loan matures). 

Con: Yes, the purpose of reg. sec. 163-13 is to ensure that a borrower that is 
able to exclude a premium under reg. sec. 1.61-12 includes the premium in a subsequent 
period. Also, the investor intends, in the BUPS 2000 strategy to shift the premium 
offshore, and prevent its inclusion in the U.S. tax base. 

9. Is the loss attributable to the investment in nonfunctional currency forward, 
futures, options or similar financial instruments an ordiaary loss? 

Pro; The statute and regulations state clearly that "any" loss from a disposition 
of such instruments is foreign currency loss. The legislative history discusses tlieissue 
briefly and notes general concern of seeking to avoid administrative burdetiB- associated 


3 


SMR0Ii9 



673 


with separating market and currency components of gain or loss in respect of such 
instruments. 

Con: In general, Congress intended ordinary treatment only for foreign currency 
gain or loss, to be determined separately from "market" gain or loss. Two anti-abuse 
rules are contained in the section 988 regulations. Section 1.988-l(a)(.ll) authorizes the 
commissioner to include or exclude a transaction from section 988 - e.g., to exclude if "it 
is not properly considered a section 988 transaction." An example parallels the facts of 
BLIPS (but in the opposite direction, as it involves gain. instruments). Section 1.988-2(f), 
while arguably more tangential to the issue in BLIPS, authorizes the Commissioner to 
recharacterize a transaction in accordance with its substance (including to integrate 
transactions). Finally, common law substance/form cases arguably also militate against 
characterizing BUPS loss as foreign currency gain or loss. 

10. Other design, issues - 

a) The loan is a non-recourse loan, with the investment assets as the 
collateral. Under the regulations for nonrecourse loans, if a substantial amount of the 
collateral is released, substituted, added to or otherwise modified, there is a possibility of 
a significant modification of the loan, and a deemed reissuance (with the possibility of 
discharge of indebtedness income). In BLIPS 2000, if the investor chooses not to leave 
substantially all of his investments in a time deposit, he may be viewed as modifying the 
collateral by changing his investment assets ani if these modifications are substantial, 
there may be a deemed reissuance. Other arguments exist (i.e., that the collateral changes 
occur automaUcally under the loan or pursuant to a unilateral option of the investor) not ' 
to treat the making of investments as a modification of a loan, but more weight now 
would be placed on these arguments. 

b) The loan, at origination, may have either a fixed or floating interest rate. ’ 
If, after entering a fixed-rate loan, the investor enters into a fixed-for-floating swap to 
hedge the interest rate exposure, there is the potential that the loan and the swap could be 
integrated to create a floating-rate loan, under, either reg. sec. 1275-6 or the common law. 
If the loan and the swap are integrated from the start, the loan may be treated as a 
floating-rate loan from the start, and there may not be any loan premium (depending on 
how the loan is recast). If the loan is a fixed rate instrument, and there are not any 
significant contingent payments, the IRS likely cannot integrate under sec. 1275-6. If. 
however, there are not any significant contingent payments with respect to the premium, 
there, arguably, may be additional pressure not to treat the premium as a liability. 

c) What is the non-tax justification for the premium loan? How much 
premium can be created? In an earlier transaction, the non-tax justification for a 
premium loan has been that the investor prefers the ca^flow payments on a premium 
borrowing to the cash flow payments on a borrowing with market-rate coupons. (That is 
because the cash flow on a premium borrowing is higher at the start of the borrowing and 
lower later on, which. Presidio contends, matches the investor's risk profile as the stages 
of the investment strategy progresses, and the riskiness of the investments increase). If - 
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the investor intends to exit the BLIPS 2000 strategy after the first stage (i.e., after 60 
days), the purported justification for the premium bond is absent. 
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kpmg 


PRIVATE AND CONFIDENTIAL 


S Corporation Charitable Contribution Strategy 
Summary of Certain Risks 


As with most other tax planning strategies, the S Corporation Charitable Contribution 
Strategy presents a certain level of risk. The purpose of this Risk Analysis is to help you 
assess those risks in deciding whether to enter into this strategy. 


Risks associated with the S Corporation Charitable Contribution Strategy include: 

• Income reallocation. The Internal Revenue Service (“IRS”) or a state taxing authority 
could assert that some or all of the income allocated to the tax-exempt organization 
should be reallocated to the other shareholders of the corporation. If the IRS were to 
succeed in reallocating the income, the other shareholders would be required to pay 
the tax on the income that was originally allocated to the tax-exempt entity, plus 
interest. Essentially, the other shareholders would be reallocated the income that they 
would have recognized absent the strategy. 

• Disallowance or reduction of charitable contribution deduction. The IRS or a state 
taxing authority could assert that some or all of the charitable contribution deduction 
should be disallowed, on the basis that the tax-exempt organization did not acquire 
equitable ownership of the stock or that the valuation of the contributed stock was 
overstated. It is particularly important that you meet the detailed substantiation 
requirements of the regulations and that you select a reputable independent valuation 
firm to provide a qualified appraisal to support the charitable contribution deduction. 

• Second class of stock. The IRS or a state taxing authority could assert that the 
strategy creates a second class of stock. Under the Internal Revenue Code, 
subchapter S corporations are not permitted to have a second class of stock. If the 
IRS or a state taxing authority were successful in asserting that the strategy creates a 
second class of stock, the corporation would lose its subchapter S status and would be 
treated as a C corporation. The effect of being considered a C corporation is that the 
corporation would be subject to a corporate level tax on its income and distributions 
to the shareholders would be subject to a second level of tax. 

• Penalties. The IRS. or a state taxing authority could attempt to assess an accuracy- 
related penalty against the current shareholders of the business. The amount of this 
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penalty conld be 20% of the understatement of tax due to the implementation of the 
strategy. 

The understatement penalty is not applicable where two requirements are satisfied. 
First, the taxpayer must reasonably believe, at the time the return is filed, that the 
positions on the return are more likely than not the proper positions. Second, there 
must be substantial authority for the position. 

The reasonable belief test can be satisfied either by a taxpayer’s own analysis or by 
the taxpayer’s good faith reliance on an opinion of a professional tax advisor. If the 
taxpayer seeks to establish its reasonable belief by reliance on a tax opinion, the 
opinion must unambiguously state that the tax advisor concludes that there is a 
greater than SO-percent likelihood that the tax treatment will be upheld if challenged 
by the IRS. The opinion also must be based on all pertinent facts and the law as it 
relates to those facts; must not be based upon inaccurate legal or factual assumptions; 
and must not unreasonably rely upon the representations, statements, findings, or 
agreements of the taxpayer or any other person. 

As part of this strategy, KPMG will provide you an opinion letter covering the 
various parts of the strategy. Based on current tax authorities, we expect to be able to 
conclude that it is more likely than not that the intended benefits of the strategy will 
be allowed if challenged and that there is substantial authority for the positions being 
claimed. We also expect to be able to conclude that the taxpayer should prevail (70% 
or greater probability of success) if the IRS should raise the second class of stock 
issue. 

Our opinion will be based on the tax law and other authorities in effect on the date we 
issue our opinion. There can be no assurance that there will no change in the relevant 
tax authorities between now and the date we issue our opinion or the date you file 
your tax return reporting benefits of the strategy. 

The IRS or a court might discount an opinion provided by the promoter of a strategy. 
Accordingly, it may be advisable to consider requesting a concurring opinion fixim an 
independent tax advisor. 

• Disputes with the tax-exempt organization. Disputes could develop with the tax- 
exempt organization over such matters as the valuation of the stock contributed to it 
or redeemed by it, as well as whether or when to present the stock for redemption. We 
suggest that you consult with your legal adviser on means to mitigate any such 
potential disputes. 

If you have questions about any of the issues raised in this summary or have any other 
concerns, please contact us. 


Proprietary Material 
Coniidentiaiity Requested 
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Watson, Mark T 

“i-om: 

snt: 

-'.o: 

Subject: 


Mark: 

Thanks for the reply. 1 know this one has been fiustratbg tor all of us. We learn more with each new deal. Let’s move 
forward and get this done, as long as we're protecting Uie interests of the firm. 

John 

——Original Message — 

From: Watson, Mark T 

Sent: Morxtay.May 10, 1999 6:11 PM 

. To: Lennir:g, John-T 

Ce: Wiesner, nilKp J; Ammennan, Douglas K; Springer, Mark A 

Subject: RE: BLIPS 

John, the draft t^inion letter we were asked to review pumortecfly set forth accurate facts as to how the transaction 
was going to be struchjred. Given ttie parties Involved, I did not think we needed to question the facts that they 
provided us. ft was not until i heard conflicting information that I questioned the original facts. In ftie future, I will 
question everything Presidio and Randy Bickham represent to me. 

— Oii^nal Message — 

From: Larviit^.ik^T 

Sent: Monday.May 10, 1999 8:Q2PM 

To: Watson, MailcT 

Cc: Wiesner, Phaip J; Ammerman, Douglas K 

Sulr^eet: RE: BUPS 

Mark: 

1 hear you, but sWIi wonder why someone wasn't asking these questions of Presidio months ago? 

John 

—Original Message — 

From: Watson, Mark T 

Sent: - Monday, May 10, 1999 1029 AM 

To: Lannlng, JohnT 

Ce: Wiesner, PMip J; Ammerman, Douglas K 
Subject: FW: BLIPS 

John, in my defense, my change in head about BLIPS was based on information Presidio disclosed to me at a 
meeting on May 1. this Information raised serious cwicems in my mind about the viability of the transaction, 
and indicated that WNT had not been given complete information about how the transaction would be 
structured when we were asked to review the model opinion letter. 

i want to make money as much as you do. but I cannot ignore information that raises questions as to whether 
the subject strategy even works. Nonetheless, I have sent Randy Bicl^m four representations that I think 
need to be added to our opinion letter. As^ming these representations are made, I am prepared to move 
forward wiUi the strategy. 

—Original Message— •- 

. From: Wiesner, PhOip J ^ 

Sent Monday, May 10. 1999 9:51 AM 

To: Lannfaig.J^T; Ammerman, Douglas K 

Ca sida Jeff: uppman, Michael H; Smith, «i*ard H <WfTT7: Watson, Mark T; Rosenthal, Steven M; DeLap, Lariy 

Subject RE: BUPS 

Jobn^oug: Many people have worked long and hard to craft a tax opinion in the BLIPS transaction that 
satisfies the more likely than not standard. 1 believed that we In WNT had completed our work a month 
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Watson, Mark T 
RE: BLIPS 
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ago when we forwarded the opinion to Lairy. Based on my attendance at numerous technical meetings 
and my reading the opinion, 1 came to the conclusion that we could reach an overall more likely than not 
tax opinion based on the information provided re business f^rpose and potential profit and the 
representations to be provided by the investor and Presidio. We viewed our role as a positive one, ie. we 
would work very hard to achieve, if possible, the beared level of opnion and suggest improvements, in 
particular, to limit the risks which the Rrm is assunwg by issuing the opinion. 

The speed to market issue is also troubling to me, bii pert^)as lor different reasons. Rrst, this is a classic 
transaction where we can labor over the ter^wuc^ concerns, but the ultimate resolution - if challenged by 
the IRS - will be based on the facts (or lack thereof). In short, our opinion is only as good as the factual 
representations that it is based upon. As the courts did in the individual tax shelter cases of the 80s and in 
the recent ACM case, the decision wilt be based not on the techical niceties, but on the overall issues of 
whether in fact the investore approached the transacticm frtwn a business like point of view vrith a real 
desire to make a profit other than from lax berwfits. Secorxi, we have been dealing with a true prototype 
opinion where the facts keep evolving. The real “rutoer meete the road* will happen when the transaction 
is sold to investors, what the investors' actual motive for irivesting the transaction is and how the 
transaction actually unfolds. Our opinion will be worm litUe (but we will be protected from risk if it is 
properly caveated) is the actual facts bear little relaticm to the assumed facts in die opinion. Note: Hiis is 
Mark Watson's primary concern based on the recent Presidio discussions at a PFP meeting. Third, our 
reputation will be used to maiicet the transaction. TNs is a given In these types of deals. Thus, we need to 
be concerned about who we are getting in bed with here. In particular, do we believe that Presidio has the 
integrity to sell the deal on the facts and representations that we have written our opinion on?l We have 
had past experience in the foreign slock redenption and the OPUH transactions which shows how difflcuft 
it is to keep the facts in line. Thus, the process has been slowed by a number of very critical forces which 
, have been at work. 

Having said ail the above, I do believe the time has come to shit and get off the pot. The business 
decisions to me are primarily two: (1 } Have we drafted the opinion with the appropriate limiting bells ^ 
whistles (Yes, in my opinion), has the engagment letter been drafted widi the right rsik limiting language 
(from what I ha\ro seen, Yes) and is the marketing of the transaction limited to very sophisticated 
taxpayers who are made aware of the risk and properly advised by their own tax and investment advisers 
(I thought that the marketing here was to be lirruted to a very small and narrow range of risk taldng 
individuals!) and (2) Are we being paid enough to offset the risks of potential litigation resulting from the 
transaction? if the answers are yes to both questions, then we have done all we can do from a technical 
point of view and it is time to move on and decide the business case. My own recommendation Is that we 
should be paud a lot of money here for our opinion since the transaction is clearly one that the IRS would 
view as falling squarely within the tax shelter orbit. Rnally, as I said above, our opinion is only as good as 
the underlying factual assumtions and actions by the investors. We cannot control with any certainly what 
they will do in factl 

The way forward. In my view, the technical issues have been worked about as well as they can be. We 
should decide as a business matter to proceed and work to have in place controls to make sure that the 
sellers of the transaction and the investors in the transactbn do not make a sham of our opinion. 

Phil 


-—Original Message — 

From: Lanning. John T 

Sent Saturday. May 08. 1 999 3:32 PM 

To: Ammemian, Douglas KtWtesner.FTdIlpJ 

Ce; Stein, Jeffi Up{Knan. Michel H 

Subject FW: BLIPS 

I must say that I am amazed that at this late date (must now be six months into tills process) our chief 
WNT PFP technical expert has reached this concision. I would have thought Mark would have been 
involved on the ground floor of this process, especially on an issue as critical as profit motive. What 
gives? This appears to be the antithesis of "speed to market*. Is there any chance of ever getting this 
product off the launching pad. or should we simply give up??? ' ' 

John 

— Original Message — 

From:. DeLap. Lany 

2 
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Bent; ' Fnday. May 07, 1999 7-.4B MA 

To: Ammerman. Douglas K; Eisch^. Jeffrey A; BicHham. Randai) S 

Cc; John tanning; JeH Slein 

Subject; FW: BLIPS 

Doug, Jeff, and Randy - 

Steve RosenthaJ informed me on Tuesday afternoon that he had substantial concern with the "who is 
the borrower* issuer, and that he would be discussing the matter with Randy on Tuesday or 
Wednesday. I don't know what the outcome of thoM discussions were. I imagine Steve would have a 
concern with the second bullet in Mark Watson's n^ssage, 

I don't believe a PFP product should be approved w4ien the top PFP technical partner in WMT 
believes it should not be approved. 

I will be back in the U.S. on Saturday and in the Silicon Valley office on Monday morning. Please give 
me a call on Saturday afternoon or Sunday at home (408-353-3309) or on Monday morning in the 
office. 

Larry 

— Origin^ Message — 

From: Watson, Mark T 

Sent: Wednesday, May 05, 1999921 ' ' ' 

To: Ammerman, Douglas K: Eischeid. Jeffrey A; Bickhcjn, R^rJall S 

Subject- . BLIPS 

Based on our meeting on April 30 and May 1. 1 am nof comfortable with the BLIPS product for the 
following reasons: 

• According to Presidio, the probability of making a profit from this strategy is remote {possible, but 
remote). Thus, ! don't think a client’s representation that they thought there was a reasonable 
opportunity to make a profit is a reasonable representation. If it isnl a reasonable representation, 
our opinion letter is worthless. 

• The bank wll control, via a veto power over Presidio, how the "loan* proceeds are invested. Also, 
it appears that the bank will require this ‘loan* to be repaid in a relatively short period of time (e.g., 
60 days) even though it is structured as a seven-year loan. These factors make it difficult forme 
to conclude that a bona fide loan was ever made. If a bona-fide loan was not made, the whole 
transaction falls apart. 

Until these issues are resolved satisfactorily, i don't think we should release this product. 

Mark T Watson 
Partner 

KPMG • Washington National Tax 
202-467-2433 (phone) 

202-822-8887 (Jax) 
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Telejrfwne 650 404 5000 
Fax 650 960 05^ 


500 E. Middlefield Road 
MounUin View, CA 94043 


December 31, 1999 


Permanent Subcommittee on Investigations 

Markings on Exhibits 90a and 90b were made by the Permanent 
Subcommittee on Investigations to draw attention to virtually identical 
language in the two purportedly independent tax opinions. 


You have request our opinion regarding the U.S. federal income tax conscauences of 
certain investment transactions that have been concluded by LLC 

(“Investor^, a Delaware single-member limited liability company. As more fully 
described Mow, Investor participated in a series of transactioas involving investments 
in foreign currency-based securities and derivative contracts through an investment &nd. 
The investment transactioas were structured throu^ an investment program (the 
"Investment Fund’*) designed by Presidio Growth IXC CT*residio’^. Presidio is an 
independent investment advisor registered under the Investment Advisers Act of 1940 
that specializes in structured financial products and the execution of associated 
investment and dOTvative-based trading strategies. 

Presidio acted as investment advisor and managing member (the "Managing Member*’) 
with respect to Investor’s participatioa in the Investment Fund. Prior to its entry into the 
Investment Fund, Presidio provided to Investor the attached Strategic Investment Fund 
Confidential Memorandum that sets forth the potential financial returns and risks fix}m 
participation in the investment program. Based upon Investor’s independent assessment 
of the Strategic Divestment Fund Confidential M^orandum, Investor has represented 
that Investor believed diat there was a reasonable expectation of earning a reasonable 
pre-tax profit fix>m the investment transactioos described that would be in excess of all 
associate fees and costs, without regard to any tax benefits that might occur. 


\ 


Our opinion and supporting analysis are based upon the following description of the 
facts and representations associated with the investment transactions undertaken by 
Investor. In rendering our opinion, we have reviewed the applicable provisions of the 
Internal Revenue Code of 1986, as amended ("Code”), and the final, temporary, and 
proposed Treasury Regulations (hereinafter ‘Treas. Reg.” or "regulations") promulgated 



Permanent Subcommittee on Investigations 

EXHIBIT #90a 
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thereunder, relevant decisions of the U.S. federal courts; published Revenue Rulings 
(“Rev. Rul.”) and Revenue Procedures {"Rev. Proc.’*) of the Internal Revenue Service 
(“Service”) and other materials as we have considered relevant* 


Our opinion is limited to the conclusions caressed below in the sections entitled 
"Summary of Opinion** and "Conclusion” In various sections of die opinion, for ease of 
understanding and as a st^istic matter, we may use language such as “will” or “should” 
^ch could suggest that we reached a conclusion on an issue at a standard difierent 
from “more likely than not**^ Such language should not be so construed. Our 
conclusions on any issue discussed in this opinion letter do not exceed a “more likely 
than not” standard. ^ 


I 


I. Description of Investment Transactions 


A. Overview of Investment Program 


The following describes the investment program entered into by Investor and the 
inA^tment structure utili 2 ed based upon infenmation provided to tis by Presidio. A more 
detailed explanation of the undeiiying investment strategy devised by Presidio is 
contained in the attached Strategic Investment Fund Confidential Memorandum. 


Presidio has represented the following relative to the investment program entered into by 
Investor. 


Since inceptioa of floating exchange rates in 1973, all currencies have 
been subject to wide swings in value. The general consensus by the 
international financial community is that exchange rate volatility is 
undesirable because of the adverse impact these swings have on 
international capital flows. Consequently, many governments influence 
^ the level of their currency by intervening in foreign exchange maricets. 

’ Cock Sectiw 6 1 10()X3) provides tiist t written detennioadoo, (e.g., t private ruling, detenninadon letter, 
or teduuca! advice memorandum), may not be used or cited as precept However, in Xerox Coro, v. 

656 F2d 659, 660 (Ct CL 1981), die court noted that altbou^ private letter rulings have no 
precedential value, *^ey are belpM, IngeneraL in ascertaming the scope of the. ..doctrine adopted by the 
Service and in showing that die doctrine has be« regular^ considered and applied by die Service." 

^ UndCTa^B^lUrely than nor standard, we are of die opinion that under current U.S. federal income tax 
law diere is a greater dian 50 percent likelihood (i.e., h is "more likely than not") that the positions taken 
will be uj^eid if challenged die Internal Revenue Service. 
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Emerging maricet governments are typically more active participants in 
their respective currency markets broause emerging market currency 
levels are more easily controlled and the benefits to the emerging market 
mitions are more si^ficant By controlling the level of their currency, 
emerging market nations encouraged capit^ inflows by mitigating the 
risk of currency devaluatioiL In addition, by entering into a managed 
currency regime, the emerging market nation can curb hyperinflation, a 
prt^lem fiiced by many emerging market nations due to a combination of 
rapid ^wth and imprudent fiscal management common to many of these 
countries. 


The Investment Fund entered mto by hivestor was established by Presidio 
as an investment that sought to provide investors with a high total return. 
To obtain this objective, the Investmmt Fimd invested in U.S. dollar and 
foreign currency denominated d^ securities of corporate and 
governmental issuers and entered into forward foreign currency contracts, 
options on currencies and securities and other investments selected by 
I^idio, as Managing Member of die Investment Fund.^ 


V 


It was Presidio’s belief that successfiil implementation of its investment 
strategy could best be achieved throu^ a relatively long-term investment 
horizon. Accordingly, the Investment Fund was structured as a three 
stage, seven year investment program. The core investment strategy 
underlying all three stages was to maintain long or short posidons in debt 
securities and currency exchange contracts. Through such investments, 
the Investment Fund sou^t to profit from dianges that Presidio 
anticipated would occur in the value of the currencies in which such 
securities were denonunated w quoted or to which the forward currency 
exchange contracts related.^ 


^ An ffivestmeot in Am Investment Fund increased a declined in value as a result of changes in the value of 
dw securhies in vdiidi the Investnieat Fund invested and the currencies and securities underlying the 
forward fotei^i currency contracts and opti<Kis. 

* These profit opportunities were primarily based i^n selectively selling (“shorting'O overvalued 
eme^ing market currencies and selectively bt^ing C*gotng long**) undervalued emerging market 
currencies. The investment strategy efiective^ sou^t to obtain high risk-adjusted returns for hs investors 
by exploiting opportunities to short currencies under unsustainable managed currency reghnes and going 
long currencies previously subject to managed currency regimes that were cotisidered fundamemally 
undervalued by I^idio due to political or economic q)beaval By monitoring the economic conditi<ms in 
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The three investment stages were differentiated by the degree of risk 
assumed by the Investment Fund hi each successive stage, Pr^idio was 
to allocate a greater percentage of the Investment Fund's assets to 
securities and currency positions that allowed a greater opportunity for 
profit but also correspondingly greater risk. Reflecting the greater degree 
of risk. Presidio could require investors to make additional capital 
contributions. Howevor, the aggregate contributions of an investor could 
not exceed the amount to which such investor agreed at toe time of 
sul^cription to the Investment Fund The obligation to make additional 
cqiital contributions tenninated if toe investor notified Presidio of its 
election to withdraw its entire capital account balance fiom toe 
Investment Fund. 


Ihe anticipatod time horizons and associated investment strategies for toe 
toree stages at toe time Investor entemd into the Investment Fund were as 
follows: 

• Stage I: The first stage was expected to last 60 days, during which 
time toe Investment Fund would engage in strategies toat toe 
Managing Member believed entailed relatively low levels of risk 
compared to later investment stages. An example of a strategy that 
could be used during this stage was for toe Investment Fund to sell 
short currenci^ under managed currency regimes (“pegged 
currencies”) that toe Managing Member believed were likely to 
depreciate in the short teroL 


Stage II: The second stage of toe investment strategy was expected to 
last approximately 120 days. During stage two, the Investment Fund 
would pursue similar investment strategies as during stage one. 
However, toe degree of risk taken by toe Investment Fund would 
increase. More of the Investment Fund's capital was to be was to 
allocate to riskier positions, resulting in higher potential profit but 
also hi^cr potential losses and volatility. Due to the increase in risk 


Nv 


emergii^ market countries and the directioo of die cmreocy markets, Presidio sought to proto 

. horn, those currency devaluadons which were mo^ iikefy to occur over the life of the Investm^ Fund. 
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during investment stage two, the members could be required to 
increase dieir capital contributions to the Investment-Fund. 

• Sta 2 e III: The third stage of the investment strategy was expected to 
last approximately 6.5 years. During the tbiM investment stage, die 
Investment Fund would pursue investment strategies diat had the 
potential for greater rewards but also would entail substantially 
greater risk. For example, in addition to maintaining short positions 
in pegged currencies inliich the Managing Member believed io be 
overvalued, the Investment Fund could establish long positions in 
emerging market currencies that have recently been devalued. By 
buying debt securities denominated in recently devalued cunimcies or 
entering into forward currency exchange contracts after a devaluation, 
the risk profile of the Investment Fund would be higher than during 
the first two stages; however, the potential returns were expected to 
commensurately higher.^ 

Hie minimum investment for an investor in die Investment Fimd was $10 million 
in return for a Class A interest Contributions to die hivestment Fund bad to be 
in cash. At the discretion of Presidio, as die Managing Member, the hivestment 
Fund allowed a Class A Member to contribute cash subject to indebtedness at the 
time of subscription. If an investor ftmded its investment capital throu^ a loan, 
the Managing Member required investors to arrange at least seven-year financing 
in order to cover die expected term of the program.^ In addition to one or more 
Class A Members and the Managing Member, the Investment Fund allowed for 
one or more holders of Class B interests. The Class B Member(s) were affiliates 
of the Managing Member. 

Class A Members had the right to withdraw all (but not part) of their capital 
account balances iqxin written request to the Managing Member beginning on the 
day following the Class A Member’s initial investment and each 60 day 


nidio believed diat currencies which had recentiy be«i devalued typically were undervalued due^ 
economic upheaval and ^onnally high interest rates. The value of th^ currencies may, howev^, be 
prdcularly volatile. 

Presidio effectively allowed an investee a dioice of funding its participation in the Investment Fund on 
either a non>leverr^ed basis or a leveraged basis by contributing cash subject to an outstanding loan to the 
Investment Fund, 
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anniversary thereafter provided that the Managing Member received the written 
request at least 10 business days prior to such date. Unless the Managing 
Member otherwise agreed. Class B Members could only withdraw their capital 
account balances following the withdrawal by all of the Class A Membeis. In 
lieu of accq)ting a Class A Member*s withdrawal request, the Managing Member 
could have elected either to liquidate the investment Fund or to arrange for the 
purchase of the Class A Member^s interest at a price equal to the wi&drawal 
proceeds diat the Class A Member would otherwise have received 




B. The Investment Structure 

On September 30, 1999 Investor obtained a $33300,000 6xed rate nonrecourse loan’ 
from Deutsche Bank AG. Under the terms of the credit agreement (the “Credit 
Agreement”)* between Deutsche Bank AG and Investor, the $33,300,000 principal 
amount of iht loan was payable on the seventh anniversary of the borrowing date.^ 
Interest on die loan was payable quarteiiy at a rate of 17.557 percent per annum. The 
loan proceeds were initially transferred to Investor’s personal bank account at Deutsche 
Bank AG and then immediately transferred to frivestor’s trading account at Deutsche 
Bank AG. 


Presidio has represented to us that Investor opted to repay the loan at a 17.557 percent 
interest rate in return for a premium payment of $20,000,000 in order to lessen the 
financial risks associated with participation in die Investment Fund As discussed, the 
Investment Fund uses a three stage iqiproach with increasing levels of investment risk in 
each subsequent stage. Presidio further represented to us that Investor entered into a 
financing arrangement whereby higher levels of financing risks were incurred early in 
the program, widi such risks decUnii^ as the loan premium amount was amortized over 
the term of the loan. According to Presidio, the stracture of Investor’s loan results in an 
integrated investment strategy whereby there are complementary levels of investment 
risks and financing risks at all times during die term of the Investment Fund. By having 


^ Secdoi 9.14 of the Credit Agreement states that Deutsriie Bank AG agrees and acknowledges diat 
neither H (nor any of its affiliates) shall have uay recourse against the lavestM* or any of its assets or 
property odter than the pledged collateral. 

* Any foture referoKes to the Credit Agreemeot incorporating tenns defined within the Credit A^t^sment 
will use the CMiveotioa of capitalizing sudi terms. 

’ Under the tenns of die Credk Agreement (Seetioa 3.0IX Investor bad the ability to prepay &e ioan 
subject to any applicable prepayment penalties and breakage fees. Pursuant to Section 3.02 of the Credit 
Agreemrat, the amouiU of any prepayment penalty is a function of interest rates at the time of prepayment 
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the loan premium structure, it is the view of Presidio that it is possible to match 
investment risks with financing risks. 

The investment program entered into by Investor was structured through Longs Strategic 
Investment Fun4 a Delaware limited liability company (“Partnership”) that was 
treated as a partnership for U.S. federal income tax purposes." Presidio, through two 
limited liability con^anies, contributed $155,554 to Partnership for a 1% interest as 
Managing Member and a 9% Class B interest'^ Investor contributed $54,700,000*^ 
subject to the $33,300,000 nonrecourse loan to Partomhip for a 90 percent Class A 
interest on October 12, 1999.*^ The assumption of the loan by PartnersMp was ^proved 
by Deutsche Bank AG pursuant to the Assignment and Assumption Agreement dated 
October 12, 1999. To mitigate its risk position with respect to interest rate changes 
during the term of the loan. Partnership entered into a fixed-for-floating rate interest rate 
with Deutsche Bank AG for a term of ai^roximately seven years.*^ 


Pr«idio has repceseoted to us that over the seveo-year tenn of the loan, an investor would be e^qMsed to 
several types of finaocial ri^ resuhmg tiom potential changes in interest rates. Of particular concern to 
an invest^' ts resdual hrterest rate risk (the "convexi^ efiect). Acccxding to Presidio, InvesUnr has 
matured residual interest rate risk through the structuring of a finartcing padcage with a loan premium as 
its integral economic component See the attached discussion of the undertying financial theoty in the 
'‘Analysts of Financing Altersadves” prepared by Presidio. la the analysis, l4tsidio recommends the use 
of the loan premium structure to mitigate residual htterest rate risk. 

** A limited liability cmnpany with muhgtle nembers can elect to be classified as a partnership or as an 
association taxable as a corporatimi. Absent an electkn, a domestic multi-member UmitM liability 
company will automati c ally be classified as a partQershh> pursuant to Treu. Reg. See. 301.770l-3(bXIXl)* 
Pmidio Growth LLC was the Mana^ng Member with a 1% interest in Partnership and h^idio 
Resources LLC had the 9H interest. 

^ The capital contribution stated in this opuiioa letter does not reflect a de mmimis amount of accrued 
interest earned by Investor during tiie period between the time of entering into the loan and the 
contribution of the proceeds to Partnership. Accordingly, fiiture references in this Opinion to the capita! 
contribution by Investor and Investw'i adjusted basis m Partnership or any distributed asset do not reflect 
such accraed interest Sudi references are merely made to illustrate the operation of applicable tax laws to 
Investoc's transactions, and do not imply that we are opining on the precise amount of Investor's capital 
cottributiofl or adjustt^ basis. 

** Deutsche Bank AG refxesrated to us that there was no plan or intention to require Investor to convey tlw 
loan proceeds or ass^ die loan oblig^m to Pvtnenhip. 

^ Partnership entered intb the fixed-to-floating rate swap to hedge interest duration risk. Duration risk (or 
more pccbely ‘hnodified” duration) is a measure of the f^ce sensitivity of a bond to interest rate 
movements. U is used to measure the sensitivity of • bond's prke (i.e., the present value of its cash flows) 
to interest rate movements. A swap from fixed-to-floating can be used to hedge interest rato duration risk 
See attachM discussion of tire uoderiying financial theory in the "Analysis of Financii^ Aherttatives” 
prepared by Presidio. 
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The Limited Liability Company Agreement of the Partnership required dial capital 
accounts be maintained pursuant to Code Section 704(b) and the Regulations 
promulgated thereunder. In general. Partnership net profits and losses were allocated 
among the Members as follows: 90% to the Class A Members, 9% to the Class B 
Mem^rs and 1% to the Managing Member except for a management fee, which was 
allocated to the Class A and Class B Members on the basis of their capital account 
balances. The Class B Members were entided to a preferred return equal to 12% per 
year (or any portion thereol) of their capital account balances before any allocadon of 
profit was m^ to the Class A Members or the Managing Member. 

C. Subsequent Events and Investment Results 

On Dec«nber 13, 1999, upon compledcm of Stage I of the Investment Fund, Investor 
opted to terminate its participation in the iDvestmmt Fund. As a result of Investor not 
opting to participate in Stage n of the Investment Fund, Investor elected to have its 
partnership interest redeemed. On December 13, 1999 Investor’s Partnership interest 
was Uqui(kted. Investor’s liquidating distribution consisted of the following Partnership 
assets: 

• Cash $348,733 

• 425 shares of Microsoft Corp. $39,897 


Subsequent to Investor’s withdrawal fiom Partnership, Partnership continued making 
investments with the remaining partnership assets utilizing the $33,300,000 loan for 
financing. The covenants contained in die Credit Agreement allow^ Deutsche Bank 
AG to call the $33,300,000 loan if the Investor ceased to own directly or indireedy at 
least a majority of the outstanding memb^hip units in Partnership (an “Event of 
Default”) upon giving written notice to Partnership. 

U. Representations 

A Representadons Made to KPMG by Investor 


In connection widi the transactions described above, Investor has represented to KPMG 
LLP (“KPMG”) the foUowing: 
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Investor’s single member invests directly in marketable securities and other financial 
instruments on his own account. 

Investor acted independently of, and at ann’s length tom, the Managing Member, 
the Class B Member and Deutsche Bank AG with respect to the transactions 
described herein. 



• There was no legally binding agreonent, written or otherwise, that compelled 
Investor to co□:^3lete the transactions in the way described herein. The duration of 
Investor’s participation in the Investment Fund was dependent upon the performance 
of the program relative to alternative investments. 


• There were no written agency agreements or arrangements (apart from Presidio’s role 
as Managing Member of Partnership) constumna^ with respect to the transactions 
und^takax pursuant to the Investment Fund and neither Investor, nor to the best of 
Investor’s Imowledge, any parties involved held themselves out to a third party as 
agents of any of the others with respect to these transactions. 

• hivestor independently reviewed the economics imdcrlying the Investment Fund 
before entering into the program and believed there was a reasonable opportunity to 
cam a reasonable pre-tax profit from the transactions described herein (not including 
any tax benefits that may occur), in excess of all associated fees and costs. 

• Investor’s sole member** sold a portion of the financial instruments received as 
Partnership liquidating distributions. 


Investor has provided KPMO with ail facts and circumstances that Investor knows, 
or has reason to know, are pertinent to tiiis opinion letter and believes that all its 
representations on «duch this opinion relies are reasonable. 


As a single men^ Umited liability con^nny for which no check-tbe-box election was made. Investor is 
disregarded as an enthy separate from its owner. Accordingly, for tax purposes, any transa^oos entered 
into by Investor are treated as emered mto directly Investor's sole member. For stylistic {Hirposcs, 
references may be made in tiiis opinion to transactions entered into by (or to the tax consequences of such 
transactions) "Isvestor's sole member." Such refereiKes to "Investm^s sole member” are siade to indicate 
tiiat the resulting tax coosequ^ces are bonae by Investor's sole member, whereas the actual transaction at 
issue may have been entered into by Investor. 
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• Investor and Investor’s sole member each use the U.S. dollar as its functional 
currency. 

• The capital contribution^ made by Investor’s sole member, was ma<fe fe)m Investor’s 
sole member’s separate property. 

B. Repr^entatioiis Made to KPMG by Presidio 

In connection with the transactions described idx)ve. Presidio has represented to KPMG 

the following: 

• Pmsidio believed there was a reasonable opportunity for hivestor to earn a 
reasonable pre-tax profit, in excess of all associated fees and costs, and without 
regard to any tax braefits that may occur, by participating in the Investment Ftmd. 
Presidio communicated diis belief to Investor. 

• Presidio acted independently of, and at aim's length fiom. Investor and Deutsche 
Bank AQ with respect to the transactioas described herein. 

• Deutsche Bank AG did not, directly or indirectly, control or participate in the 
management or operations of Partnership. 

• Deutsche Bank AG did not, directly or indirectly, control or direct the investments of 
Partnership apart from its rights under a Pledge and Securi^ Agreement, Credit 
Agreement, and Account Control Agreement 

• Ail of Partnership’s foreign currency transacdons were conducted over the counter. 
Iberefore, Partnership did not undertake transactions on a national, securities 
exchange registered with the Securities and Exchange Commission. Furthermore, 
Partnership did not undertake transactions on a domestic board of trade designated as 
a contract market by the Commodity Futures Trading Commission. 

• There did not exist at the time hivestor or any assignee entered into trading 
strategies, within the range of Permitted Investments, an Event of Default under die 
terms of the Credit Agr^ment. 



• Neither the Investor nor any assignee entered into trading strategies, wi&in the range 
of Permitted Investments, in a manner that results in or causes an Event of Default 
under the terms of the Credit Agreement 

• The loan collateral and covenants were not altered or amended upon assumption of 
the loan by Partnership. 

• The descriptions of the Investment Fund and the economics of the financing 
arrangement used by Investor, as set forth in the Overview of Investment Progam 
and The Investment Structure sections of this opinion letter, and in the attachments 
hereto, are accurate. 

• Any amount due under the Note, o&ct than the aggregate outstanding priiK:ipaI 
amount, any accrued but unpaid interest, and the unamortized premium is exp<^:ted 
to be incidental (i.e., under all reasotuibly expected market conations on the date of 
issuance of the Note, the potential amount of any such payment would be 
insignificant relative to the total expected amount of the remaining payments on the 
Note). 


C. Representations Made to KPMG by Deutsche Bank AG 

In connection with the transactions described above, and in addition to any 
representations described in any other section of this opinion letter, Deutsche Bank AG 
has represented to KPMG the following: 

• The Credit Agreement and associated exhibits contained therein (i.e., the Pledge and 
Securi^ Agreement and the Account Control Agreement) and the Assignment and 
Assumption Agreement entered into between Investors and Deutsche Bank AG have 
been approved in the ordinary course of business by the competent authorities within 
Deutsche Bank AG as consistent, in the light of all the circumstances such 
authorities consider relevant, with Deutsche Bank AG credit and documentation 
standards which Deutsche Bank AG believes are consistent with industiy standards. 

• Deutsche Bank AG acted independently o^ and at arm's length from. Investor and 
the other participants in the Investment Program. 
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Deutsche Bank AG recorded for U.S. GAAP accounting purposes and U.S. 
regulatory purposes the Stated Principal Amount and the Initial Unamortized 
Premium Amount of the loan made pursuant to the Credit Agreement as follows: a 
$33,300,000, seven >ear loan and a $20,000,000, unamortized premium amount, 
respectively. 


• The Credit Agreement provides that the Maturity Date of the loan made dieieunder is 
the seventh anniversary of the ^plicablc Borrowing Date. Furthermore, Section 8 of 
the Crodit Agreement sets forth die conditions upon v^ch the principal of and any 
accrued interest in respect of the ^licable Note, the applicable Prepayment 
Amoimt, if any, the applicable Breakage Fee, if any, and ail other obligations owing 
under su<h Credit A^eement and the applicable Note may be declared to be, or 
become, due and payable prior to the applicable Maturity Date. Except as provided • 
in such Credit Agreement, Deutsche Bank AG will not accelerate any stated principal 
or interest payment due under the Credit Agreement 

• While as part of the negotiation of the form of the Credit Agreement a fonn of 
Assignment and Assumpdon Agreement was negotiated and it was the expectation of 
Deutsche Bank AG that the Bank (as defined in the Credit Agreement) would be 
requested to give its consent to an assignment of the applicable Borrower's rights and 
obligations under the Credit Agreement pursuant thereto to the Presidio limited 
liability company used to effectuate the hivestment Program, the Credit Agreement 
would not require the Borrower to assign foe loan made thereunder to any Person and 
Deutsche Bank AG had no plan or intention to require such assignment 

in. Summary of Opinion 


Based on and subject to foe facts, documentation and representations described above 
and foe discussion and analysis of foe relevant statutory provisions, judicial doctrines, 
and other authorities below, we are of foe (pinion that und^ current U.S. federal income 
tax law there is a greater than 50 percent likelihood (i.c., it is “more likely than not”) that 
foe following positions will be upheld if challenged by the Internal Revenue Service: 


• The $20,000,000 loan premium will not constitute a liability of Investor or 
Partnership for purposes of Code Section 752, but rcprcscats an addition to foe 
$33,300,000 loan to be amortized under Treas. Reg. Section 1.163-13 against the 
issuer’s interest expense over foe life of foe loan; 
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Investor will recognize no gain or loss upon receipt of the loan proceeds of 
$33,300,000, including the loan premium of $20,000,000; 

Investor will be recognized as the true borrower of the loan for U.S. federal income 
tax purposes; 

Investor will mcognize no gain or loss with respect to its coital contribution of 
$54,700,000 to Partnership subject to the $33,300,000 loan; 

The fixed rate debt instrument and interest rate swap will not be integrated voider 
Treas. Reg. Section I.1275-6(cX2): 

Upon liquidation of Investor's Partnership interest. Investor's adjusted basis of 
$21,400,000,^^ plus or minus its allocable share of Partnership income or loss, in its 
Partnership interest is first reduced by actual cash received of $348,733 and the 
residual amount is allocated to the financial instruments distributed; 

The difference betwe«i the basis allocated to the financial instruments received in a 
liquidating distribution and the proceeds received upon disposition of such financial 
instruments will be de<hictible by Investor’s sole member as a capital loss under 
Code Section 165(a) subject to Section i65(f) vthich provides that losses from 
sales or exchanges of capital assets are allowed only to the extent allowed in Code 
Sections 12U and 1212; 

Investor's sole member’s Code Section 465 “at risk” amount for its taxable yca^ 
ending on December 3 1, 1999, includes the cash and the adjusted basis of the assets 
distributed to Investor as liquidating distributions by Partnership; 


• Partnership income {or loss) and the loss )q>OQ disposition of the assets received by 
hivcstor iq)oa liquidation of its interest in Partnership will not be subject to 
limitation under the Code Section 469 passive activity loss rules; 

• Investor's issuance of the debt instrument will not have a substantial effect on 
Investor’s U.S. federal income tax liability that could be construed as unreasonable 
in tight of the purposes of Code Sections 163(c), 1271 through 1275, or 701-777. 


” See Footnote 13. 
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IV, Analysis of Investment Transactions 

A. Investor’s Receipt of Loan Proceeds 

1. Debt Instruments - The General Rules 

The value of a debt instrument is equal to the present value of its future cash flows, 
which consist of interest and principal. The rate used to compute the present value of 
these cash flows is the interest rate that provides an acceptable return on an investment 
cormnensurate with the issuer’s risk characteristics (the “market rate of interest”). If the 
market rate of interest differs fiom the stated interest rate, the present value of the debt 
instrument will differ from the face value of the debt instrument The difference 
between the &ce value and the present value of the debt instrument is either a discount 
or premiunt For example, if a debt instrument is issued with a premium, the effective 
interest rate will be Iowa than the stated interest rate. In the instant case, the calculation 
is as follows; 

Present value of the principal = principal x discount factor at the market rate 
of interest 

• $33,300,000 x 62.3581% = $20,765,243 

Present value of interest payments = the sum of (quartaly payments x 
appropriate discount fictors at the market rate of interest) 

• $1,461,620 X appropriate discount fectors at flie market rate of interest = 
$32,522,088 

Present value of debt = Present value of principal + Present value of interest 
payments 

• $20,765,243 + $32,522,088 = $53,287,331 

From a financial accounting perspective, a debt instrument must be recorded at its 
present value to propaly measure Ae associated interest expense for financial statement 
purposes. The resulting $20,000,000 premium in the above example is not a liability 
because it does not result in any fim^ net economic loss to the issua. The Iowa 
effective rate of interest merely results because the proceeds fiom the borrowing exceed 
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the face or maturity amount of the debt The same logic would apply to a discount. A 
discount on a debt instrument does not represent prepaid interest and is not an asset for 
financial accounting pniposes. Such amount is not an asset because it does not provide 
any future economic benefit A loan discount or premium is not an asset or liability 
separate fiom the note giving rise to it but is repotted as a direct deduction fiom, or 
addition to, the face amount of the loan for financial accounting purposes. Conceptually, 
a premium on debt payable is a liability valuation account that has no existence apart 
fiom the related debt For financial accounting purposes, based upon U.S. generally 
accepted accounting principles, the premium account is referred to as an adjunct 
account” 

The “OID rules” were introduced to conform the Code provisions relating to die 
measurement and tuning of interest with the methods developed in the financial 
marke^lace and applied under generally accepted accounting principles. OID stands for 
original issue diswunt and generally refers to the tax accounting methods developed 
since 1982 for the measurement and timing of interest income and expense arising with 
respect to debt instruments. The Code and Regulations refer to all forms of indebtedness 
as “debt instruments.” The term “bond” has the same meaning as the term “debt 
instrument” in Treas. Reg. Section 1.1275-l(d).” Thus, the terms will be used 
interchangeably for purposes of this opinion. 

Under the OIDxules, a debt instrument issued with a stated interest rate in excess of 
prevailing market rates for instruments of the same credit quality and maturity results in 
receipt of a bond premium to the issuer. Bond premium generally can be viewed as the 
mirror image of OID. From an income tax perspective, amortization of a premium 
results in the proper timing of recognizing interest income on the part of the holder and 
deducting interest expense on die part of the issuer of a debt instrumenL Thus, for OID 
purposes, consistent with die financial accounting rules, the amount of premium is not 
considered a liability separate fimm the debt instrument that gave rise to it 

As fiirther discussed herein and consistent with financial accounting rules, the amount of 
loan premium for tax purposes is calculated by subtracting fiom the loan’s issue price all 
amounts payable under the debt instrument otiier than stated interest In the instant case. 
Investor borrowed $33,300,000. The $33,300,000 loan is due on the seventh anniversary 
of the borrowing date and bears interest payable quarterly at an annual interest rate of 

" Opinions oft&eAccouatiagPriiic^les Board No. 21 (New Yotic AlCPA, 1971). 

” Treas. Reg. Section 1.17l-l(bXl). 
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17.557 percent The present value and issue price of the loan is $53,300,000. 
Subtracting the $33,300,000 face amount from the loan’s $53,300,000 issue price results 
in a loan premium of $20,000,000. The loan premium is not an additional liability, but 
is report^ as a separate item for the purpose of properly measuring interest consistent 
widi bodi die finweial accounting rules and the OID provisions. The premium is 
effectively a valuation ac<x}unt that is an addition to the $33,300,000 face amount of the 
loan giving rise to it 



Bond issuance premium is the excess of a debt bstnunent’s issue priM over its stated 
reden^tioa price at maturity C‘SRPM”). Code Section l273(aX2) defines SRPM to4 
include all amounts payable under the debt instrument (odier than interest based on a 
fixed rate or an objective interest index, and payable unconditionally at fixed intervals of 
one year or less during the entire term of the debt instrument). 


UndCT Code S^ons l273(bXl) - (5) and 1274, the issue price of a debt instroment 
depends on the circumstances surrounding i& issuance. The following general rules 
apply: 


• For publicly offered d^t instruments not issued for property, the issue price is the 
initid offering price at vduch a substantial amount of the debt was sold. 


« For debt instrumeots issued for proper^ when eidrer the debt or the property is 
publicly traded, the i^e price is the fair market value of the property. 



For debt mstruments issued for property when neither the debt nor the property is 
publicly traded, the issue price under Code Sectioa 1274 is the stated principal 
amount of die debt, or a lower imputed amount 


For other debt instruments not issued for property, including those issued in a bank’s 
lending transactions, die issue price undo* Code Section 1273(bX2) is the amount 
paid by die first purchaser. 


0 


For transactions not subject to any of the above rules, the issue price generally will 
be the SRPM. 


For purposes of ^plying the above rules, the term “propcity” includes services and the 
ri^t to use prop^ty, but does not include money. In transactions to which Code Section 
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1273(b)(2) applies, a payment tom the bonower to the lender (other than a payment for 
property or for services provided by the lender such as commitment fees or loan 
processing costs) reduces the issue price of the debt instrument evidencing the loan. 
Solely for purposes of detennining the tax consequences to the borrower, the issue price 
is not reduced if die payment is deductible under Codte Section 461(gX2).^ Thus, the 
bond issuance premium is S20, 000,000, measured by the excess of the obligation’s issue 
price under Code Section l273(bX2) of $533^10,000 over the SRPM of $33,300,000. 


Un^ Treas. Re^ Section 1.163*13, die issuer amortizes bond issuance premium by 
of&etting the qualified stated interest^’ allocable to an accrual period^ with the bond 
issuance premium. Thus, the interest deduction otherwise allowable under Code Section 
163 is reduced by the amount of bond issuance premium allocable to the period. The 
interest ^sduction amount and amortization of bond issuance premium are determined 
on a constant yield method and accrue ratably within an accrual period. The amount of 
boiul issuance premium allocable to an accrual period is the product of tiie <kbt 
instrument’s adjusted issue price^ at the begmning of eadi period and its yield to 
maturi^ as adjusted to reflect tiie lei^tb of the period. In the instant case, the loan 
premium will be amortized ratably as an offset to Investor’s and Partnership’s interest 
expense deductions for each accnial period. ^ 


Under Treas. Reg. Section l.61*12(c), prior to amendment by the final regulations, the 
issuer of a piemium debt instrument took the premium into account as a separate item of 
income over the life of the debt instrument and interest payable was also a separate 
^deductible item. Treas. Reg. Section 1.163*13 clarifies t^ the issuer determines its^ 
interest deduction by of&etting the interest allocable to an accnial period with the bond 
issuance premium allocable to that period. This change efiectively makes the tax 
accounting rules consistent with, tiie financial accounting rules by recognizing that 
premium and discounts are merely valuation accounts, not discrete liabilities or assets. 


” Treas. Reg. Section l.l273-2(gX2). 

As defined in Treas. Reg. Seetkm 1.1273-i(c). 

^ Treas. Reg. Section !.446-2(b) detennines the acaual period to which qualified statni rnt^est is 
allocable and die qualified stated interest allocable to as accrual period. 

” Detennined un*^ Treas. Reg. Section 1.1275-l(b). 

Determined under Treas. Reg. Section 1.1272-l(bXiX0- 
^ Wi& respect to Partnershqi’s assumption of &e ntmrecourse loan, the rerms “issuer^ and “obligor” are 
mtercfaangeable and refer to die issuer of a debt instrument or a successor obligr^. lYeas. Reg. Section 
1.1001-3(fX5)(i). 
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Under Treas. Reg. Section l.61-l2(c)(lX an issuer does not recognize gain or loss upon 
die issuance of a debt instrument Accordingly^ we are of the opinion that it is more 
likely than not that Investor will reco^ize no gain or loss upon receipt of the loan 
proceeds of $33,300,000, including the loan premium of $20,000,000. 

2. Investor as the Tme Borrower 

Investor entered into the $33,300,000 loan on September 30, 1999 and Investor then 
contributed $54,700,000 subject to the $33,300,000 loan to Partnership for a 90 peremt 
interest on October 12, 1999. Upon the contribution, the loan was assumed by t 
Partnership. The loan was entered into by Investor in contemplation of participating in 
the Investment FuiKi. Thus, the issue arises as to whether Investor is the true borrower 
of die loan proceeds f<v U.S. income tax purposes. The Service could assert diat 
Partnership should be considered the true borrower based upon an plication of the 
“substance over fonn” doctrine. A corollary issue is whether Investor should be viewed 
as having “tax ownership** of the $53,300,000 in cash received firom the loan. 

The question of is die true borrower arises as a result of Investor*s contribudon of 
the loan proceeds to Partnership and Paitnership*s subsequent assumption of the loan. 
Investor contributed the proceeds subject to the loan for the business purpose of 
leveraging its capital cootribudon. By leveraging its capital contribudon outside the 
Partnership, Rivestor was able to guarantee a minimum inidal amount of financial 
leverage. This leveraging effect would be pardcularly important during the first two 
stages of the Investment Fund ^ere investment returns are premised vtpon investments 
in low and moderate risks posidons. 

In Bolding v. Commis.siQnef. ^ the Tax Court found that die taxpayer, and not his wholly 
owned S corporation, was the true borrower on a line of credit, the proceeds of which 
taxpayer loaned to his S corporation. Taxpayer’s share of flow'througfa S corporation 
losses were denied, howeva, on the basis that the taxpayer was unable to prove diat he 
loaned the proceeds to his S corporation. As a result, the taxpayer was found not to have 
substantiated sufficient basis in his S corporation stock to de^ct the losses. 

On sqipeal, the Fifth Circuit agreed witti the Tax Court’s holding regarding the taxpayer 
being the true borrower on the line of credit, but found that the Tax Court had erred in 
concluding the taxpayer could not substantiate his stock basis. 

“ 117 F.3d 270 (5‘Cir. 1997). 
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The facts the Fifth Circuit considered in determining that the taxpayer was the true 
borrower were as follows: 

• The promissory note was signed by the taxpayer, as an individual borrower, 

• No documents associated wifti the line of credit were signed by taxpayer in his 
capacity as ‘Tresident’’ of the S corporation; 

• The bank did not include the S corporatioo’s tax identification number on the note (a 
practice it would lave followed if the S corporation had been borrower), but 
included only the taxpayer’s social security number, 

• The bank testified it intended taxpayer to be the obligor, and it requested financial 
information only firom taxpayer. 

Although on appeal the Fifth Circuit ultitrtately sustained the taxpayer’s position, the 
taxpayer’s fiiilure to rigorously respect the form of his loans to the corporation was used 
against hirrr. Examples of the taxpayer’s disregard of proper form included the deposit 
of loan proceeds finm the bank into the S corporation’s account, the S corporation’s 
payment of principal and interest directly to the bank, and the taxpayer {ailing to report 
interest income on the loan. 

There is also a line of cases in which the issue was whether the true borrower was a 
corporafion that, in form, issued a debt instrument to a shareholder of the corporation 
which guaranteed the d^ The leading case in this area i s Plantation Patteirrs v. 
Commissigser.” In Plantation Patterns, the court held that the shareholder-guarantor 
was the true borrower rather than tte corporation for purposes of determining which 
party was entitled to an interest deduction. The court determined that based on the 
meager capital position of the nominal borrower, the corporation, the lender was in 
substance looking to the shareholder-guarantor for payment As a result, the court 
treated the guaranteed debt as an indirect capital contribution to the corporation by the 
shareholder-guarantor, treating the shareholder-guarantor as, in substance, the true 
borrower. A key fact in this case was the court’s determination that the corporation’s 
assets were trolly inadequate to sustain the debt 


”4«2FJd712(5ttiCir. 1972). 
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An additional line of cases deal with loans by one party to an intermediaiy party who re- 
lends to another party (a so-called back-to-back loan). The principal case is Northern 
Indiana Public Service Co. v. Commissioner ^ where the court held that a finance 
subsidiary engaged in a back-to-back loan arrangement was not treated as a conduit 
merely because it was thinly capitalized. Most importantly, the court focused on the fact 
that the finance subsidiary earned a positive spread on its lending activity. The court 
also emphasized that the intermediary was not merely transitory and that the 
intermediary exercised dominion and control over interest proceeds. By contrast, in 
Aiken Industries. Inc, v. Commissioner. ” the intermediary was a mere conduit because it 
earned no profit (and, thus, was not respected as the borrower). 

The Tax Court looked at the question of whether a taxpayer was a true borrower in 
determining the deductibility of interest expense in Goodstein v. Cotruiiissioner .” hr 
Goodsteim the court held that the taxpayer’s purchase of Treasury notes and a loan to 
finance the purchase were shams. The &cts of the case were that the taxpayer ordered 
his broker to purchase $10 million in face value of 1-3/8% Treasury notes. The taxpayer 
.then executed a promissory note with a finance company for $9.9 milli on secured by the 
Treasury notes. The taxpayer directed the finance company to transfer the fimds for the 
promissory note to his broker. Under the agreement with the finance company, the 
finance company could sell the Treasury notes. 

When the broker purchased the Treasuiy notes for the tasqrayer, the finance company did 
not have sufiBcient cash to pay the broker, so the finance conqrany bad the broker sell the 
Treasuty notes. The Treasury notes were held by the broker for approximately half an 
hour. The taxpayer issued checks to the finance company for interest on the note; shortly 
after the finance company received the checks, the finanice company loaned the taxpayer 
an amoimt equal to the interest paid. On his tax return, the taxpayer deducted the interest 
paid with the checks as well as the interest on the Treasury notes the finance company 
credited to his account 

The court determined that ho indebtedness existed between the taxpayer and the finance 
company. The court found that the transitory possession of the Treasury notes was not 
sufficient to provide substance to the purchase of the Treasury notes or the loan of the 
funds to purchase the notes. While fire court recognized the transactions did create a 


”ll5FJd50«(7lhCir.l997). 

® 36 TC 925 (1971). 

267 F.2d 127 (1* Cir. I959X i#g. 30 T.a 1 171 (19SS). 
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legal relationship between the taxpayer and the finance company, the relationship was 
not one of borrower and lender. The court determined the transaction was an exchange 
of promises for future performances. Because the promissoiy note lacked substance as 
indebtedness, the court denied the taxpay^s interest deductions. 

The facts in the instant case can be distinguished firom the aforementioned cases due to 
the existence of a business purpose for Investor entering into the loan and the bona fide 
nature of the debt Investor was able to effectively guarantee a minimum initial amount 
of financial leverage by borrowing prior to tiie contribution to Partnership, hi addition, 
we believe ti^ tiie bona fide nature of the debt as evidenced by the underlymg Credit 
Agreement and the existoice of economic risk and reward with r^pect to holding the 
$ 53300,000 during the thirteen day period between the time of entering into the loan 
and the contribution of the proceeds to Partnership is a key deter minan t with r^pect to 
Investor being recognized as the true borrower. 


The underlymg loan documentation clearly establishes that Investor was the true 
borrower 


• The loan was entered into by hivestor in its individual capacity, not as a 
representative (or member) of Partnership. 

• Investor signed the Credit Agreement to its individual capacity. 

• The cash proceeds were initially transferred to Investor’s personal bank account and 
then immediately transferred to its securities trading account, not the account of . 
Partnership. 

Upon assumption of the loan by Partnership, the Assignment and Assumption 
Agreement provided that the loan was cdginally entered into by hivestor and assumed by 
Partnership on October 12, 1999. The assumption of the loan bad to be approved by 
Deutsche Bank AG and was subject to a significant number of condition precedents. 
Deutsche Bank AG has represented to us that there was no plan or intention to require 
Investor to convey the loan proceeds or assign the loan obligation to Partnership. 

With respect to economic risk and reward, during the thirteen day period before the cash 
vfss contributed to Partnership, hivestor had *^dominion and control” of the cash 
proceeds in that Investor could decide how to invest the cash, subject to the loan 
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covenants. In addition. Investor had the economic “benefits and burdens” associated 
with tax ownership of such proceeds. The income derived from investing the proceeds 
was income to Investor and &e interest associated with carrying the loan was an expense 
io Investor. Accordingly, we are of the opinion that it is more likely than not that 
Investor will be recognized as the true borrower of the loan. 

3. The Amount of the **Liability** for Code Section 752 Purposes 


In 1988, Treasury promulgated Proposed and Temporary Regulations under Code 
Section 752. In 1991, Treasury iss^ a new set of Final Regulations under Code 
Section 752 in an attempt to simplify the rules. While the current Regulations un<kr 
Code Section 752 do not define the term “Uabili^,”^* the 1988 Regulations defined an 
“obligation” as a “Uabilify” only to the extent that incurring or holding die obligation 
gave rise to: 


« The creation o^ or an iiKrease in, the basis of any property owned by the obligc»' 
(including cash attnbutable to borrowings)^ 


• A deduction diat is taken into account in computing the taxable income of the 
obligor, or 

• An expenditure that is not deductible in confuting the obligor*s taxable income and 
is not properly chargeable to capital.^^ 



The Servicers rulings defining the term “liability” tend to be consistent with the 
definition in the 1988 Regulations. In Revenue Ruling 88*77,^^ the Service ruled that 
accrued, unpaid expenses aiKl accounts payable of a cash method partnership are not 
partnership liabilities. The Sovice’s conclusion was based upon the view that 
“liabilities” include only those obligations that either create basis (including cash from 
the borrowings) or give rise to an immediate deduction. 


AMtou^ Temporvy ReguUtioos issued in 198S provided a definition, the definition was deleted 
wi&out specific comment in the Final Regulations as part of Treasury’s efforts to sin^tify the regulatioas. 
” Treas. Reg. Section 1.752-lT(g). 

® 1988-2 C.B. 128. 
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in Revenue Ruling 73-301,^^ the Service ruled that interim payments received by 
partnership for services rendered in connection with a long-term contract reported on the 
completed contract method do not constitute liabilities for purposes of Code Section 
752. Instead, the ruling characterizes such payments as "unrealized receivables” within, 
die miming of Code Section 7Sl(c). Hie income or lo^ from performance of the 
contract would affect the basis of the partn^hip interests of the partners, as provided for 
in Code Section 705(a), only when such income or loss is recognized for U.S. income 
tax puipc^es. Accordingly, no increase in the adjusted basis of die partnership interests 
of the partners is made as a result of the receipt by die partnership of the advance 
payments. The ruling emphasized that the partnership bad hilly earned the payments and 
^Kiis under no obligation to return them or perform additional sendees to retain them. 

In Helmer v. Commissioner? ^ a partnership gave an option on property to a prospective 
buyer m exchange for consideration. Even thou^ the ration resulted in die partnership 
receiving money (and increasing the basis of its property), without a correlative increase 
in the partner’s bases, the court held that die option agreement did not create a liability 
because it created no liability on the part of the partnership to repay the funds paid or to 
perform any services in the future. Accoidlingly, the obligation to deliver the property 
upon exercise of the option did not create a liability. 


In Revenue Ruling 95-26,^ the Service ruled that a paitneiship obligation to return 
securities sold "short” creates a partnership Utility for purposes of Code Section 752. 
The reasoning in the revenue ruling is twofold. First, it Tnaintflin.<s that a short sale 
creates an obligation to return the securities borrowed to effect the sale. However, the 
ruling cites in support of this proposition Deputy v. du PonL ^^ a Supreme Court case that 
expressly held that a short-sale obligation does not create "indebtedness*' for purposes of 
die interest deduction under the 1928 predecessor of Code Section 163 because 
"although an indebtedness is an obligation, an obligation is not necessarily an 
indebtedness[.]"^* Second, the ruling maintains diat the cash proceeds of the short sale 
create a partnership asset, thoeby increasing basis and bringing the obligation within die 
detinition of liability based upon the logic of Revenue Ruling 88-77.^^ 

“ 1973-2 C£. 215. 

” 34 T.C.M. (CCH) 727 (1975). 

“ 1995-1 C3. 13L 
”308 U.S. 488 (1940). 

” Deputy. 308 U.S.at497. 

An obligaticm is a liability to the extent that it creates or increases the basis to the partziership of any 
partnership asset (including ca^ attributable to borowings). 
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Revenue Ruling 95-45** applies a similar analysis to characterize the short-sale 
obligation of a shareholder who contributes its interest in the sales proceeds, in 
conjunction with a Code Section 351 incorporation of a going business, as a liability for 
purposes of Code Section 357 (which treats liabilities transferred in incorporations as 
taxable "boot" to the extent in excess of the basis of the transferred property) and Code 
Section 358 (which treats transferred liabilities as money received in calculating the 
basis of the transferor's stock). Applying the same reasoning as in Revenue Ruling 95- 
26, Revenue Ruling 95-45 cites Droutv for the proposition that a short sale creates an 
obligation to return the borrowed securities. Because that obligation results in an 
increase in asset basis, the ruling concludes that the obligation constitutes a "liability," 
even though acknowledging that the sales proceeds are not currently taxable. In contrast. 
Revenue Ruling 95-8,^' alfliough issued in conjunction with the oflier two rulings, holds 
that an exempt organization's income from a short sale does not result in unrelated 
business taxable income under Crxle Section 511 from "debt-financed property" under 
Code Sections 512(bX4) and 514(a) and (b). Its rationale is that there is no "aerjuisition 
indebtedness* within the meaning of Crrde Section 514(c) because under Deputy, a 
short-sale obligation creates an "obligation" but not an "indebtedness." 

The above short-sale revenue rulings collectively hold that the rerjuirement to replace or 
return the securities borrowed to effect a short sale constitutes an "obligation," which in 
turn constitutes a "liability" for purposes of Code Sections 752, 357, and 358, even 
thougji not an "indebtedness" for purposes of Code Section 514. These rulings' rationale 
seems to be that, because the sales proceeds create basis, they constitute a "liability" 
even though, as Revenue Ruling 95-45 expressly acknowledges, such proceeds remain 
ontaxed in the recipient's hands until closure of the sale. The Service’s view in these 
rulings is that, at the point the obligation is incurred, the amount of the obligation can be 
determined "with reasonable accuracy." Accordingly, tire "all events" test specified for 
the accrual of a deduction by Code S^on 461(b) and Treas. Reg. Section 1.461-l(aX2) 
is satisfied.*^ This capacity to measure the amount of the obligation, in turn, supposedly 


“ 1995-1 CJ. 53. 

" 1995-1 C.B. 107. 

Under the Reguladoo, the til events test traditkxially pennitted the accrual of an expense when "all 
events have occurred which detennine the ha of dte liability, and the amount of such liability can be 
detennined with reasonable accuracy." See Code Section 4Sl(h)(4) (restating tiaditiooal test). Since 1984, 
however. Code Section 461(h) generally has required that the test not be treated as having been satisfied 
until die occunence of economic perfonnance, such as the provision of requited goods or services. Pub. L. 
No. 98-369 section 91(a), 98lh Cong., 2d Sess. (1984). 
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makes the obligation sufficiently "choate" to pcnnit its characterization as a Code 
Section 752 liability. 

The conclusions reached by the Service in these rulings arc subject to question because 
the rulings confuse the sale, vdiich produces the proceeds, widi &e securities borrowing. 
Because it is die sale, not the borrowing, that ^ves rise to the cash and creates additional 
basis, there is no liability to which Code Section 752 status can attach.^^ 

In the instant case, Investor obtained a $33,300,000 loan fix>m Deutsche Bank AG Urat 
included a premium payment of $20,000,000 in addition to the principal amount of 
$33,300,000. Inv^tor contributed $54,700,000 in cash subject to the loan of 
$33,300,000 to Partnership. Investor's basis in its interest in Partnership is a function of 
the amotmt of the cash contributed and die treatment of the loan as a liability under Code 
Section 752. As discussed, a liability for Code Section 752 purposes generally includes 
any obli^on of the partnership or partner to the extent that incurring or holding it 
results in die creation o£^ or an increase in, die basis of any property owned by die 
obligor (including cash); a (Eduction taken inU) account in confuting taxable income; or 
a nondeductible, noncapitalizable expenditure.^ In the context of Code Section 752, the 
OID concepts discussed above are not generally applied (except as discussed below in 
two defined situations). Accordingly, the amount of the debt assumed is $33,300,000, 
the principal amount of the debt contributed to Partnership, because such amount 
constitutes the amount of the loan assumed based upon the 17.557 percent coupon rate of 
interest 

The application of the time>value-K>f money concepts in the context of Code Section 752 
parallels how the rules are applied for purposes of Code Section 465.^^ In FoUender v. 
Commissioner. *^ the Tax Court rejected the Swvice’s position that present value 
concepts should be imposed on die **at risk” rules under Code Section 465. Based upon 
the lack of siqipoit in the legislative history and the statutory language of Code Section 
465, tile Tax Court refused to find an ^implied limitation of the borrowed amount to 


See McKee, Neboo, and Whftmore . Fedqal Taxatioo of Partnerships and Partners. Cba^ 7.01, for a 
&rt!u7 discussion of the inccmsisteocies contained in these rulings. 

** See die Revenue Rulings discussed above, as well as McKee, Kelson, and Whitmire, Federal Taxation of 
Partnerships and Partners. Chapter 7. As previousty noted. Code Section 752 and the Treasury Regulaticms 
dusminder do not define tiie term '‘liability." 

" See S. R^. No. 938, 94* Cong., 2d Sess. 50 n.8 (1976). 

** 89 T.C. 943 (1987). 
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present value,”*’ observing that “Congress has been explicit in the areas it has chosen to 
require present value calculations.’^ TTiie court further stated that “the staUite does not 
allow for present value calculatioit, expressly or implicitly.”*’ In the context of Code 
Section 752, time-value-of money concq)ts are applied in two defined situations: (I) a 
special rule for non-recourse liabilities with interest guaranteed by a partner,”^ and (2) 
widi respect to an uni^onable delay of a partz^’s obligation to make payments to the 
partnership.’* Neither feet pattern applies to the instant case. As to the instant case, there 
is no requirement in the Code or Regulations that a taxpayer apply a present value 
approach in the context vvdiere the zq^plicable interest rate wifii respect to a debt 
instrument gives rise to a loan premium amount Accordingly, the amount of the debt 
assumed by Partnership is the “fece,” or principal amount, of $33,300,000. 


With respect to the mterest paid on the loan, all interest paid or accrued within the 
taxable year on indebtedness is deductible under Code Section 163. A liability (as 
defined in Treas. Reg. Section 1.446-l(cXlXiiXB)) is meurred, and generally is taken 
into account for U.S. income tax purposes, in the taxable year in which all die events 
have occurred that establish the Uct of the liability, the amount of the liability can be 
determined with reasonable accuracy, and economic perfonnance has occurred with 
respect to the liability.” Treas. Reg. Section 1.461-4{c) provides that economic 
performance with respect to interest occurs as the interest cost economically acemes in 
accordance with the principles of the relevant provisions of the Code. This is consistent 
with the approach taken by the Service in Revenue Ruling 83-84’^ dealing with the 
continuing viability of the “Rule of 78’s” method. In the ruling, the Service stated that 
“no deduction will be allowed to the extent that the debtor’s liability or payment is for 


^ FoUender. M T.C.«t953. 

** FoUender. g9T.C.«t952. 

^ 'Treas. Reg. Section 1.752-2(e) treats a aoorecoursc oblig^oa as a recourse obligation if a partner 
guarantees a substantial poctitm of die mterest that will accrue under the obligation. If the rule applies, the 
partner that has guarant^ the paymezu of interest is treated as bearing the economic risk of loss for the 
partnershq> liability to the extent of the present value of the guaranteed hiture mterest payments. 

Treas. Reg. Sectiem 1.7S2-2(g) tiiat if a partner's obligation u> make a payment or coDtrft>uti<m 

is unreasonably delayed, the obUg^km is adjusted to refiect the time value of of the deferral. Ihe 
result of filling ti) satisfy an obligation on a **time}y” basis is to efifectively cause the obligation te be 
valued at less than its 'face" amount If an obligation does not bear interest at a rate at least equal to &e 
ai^llcable federal rate at Am time of valuation, die value of the obligation b the discounted value 
of all payments due ficHU the partner. 

” Treas. Reg. Section 1.46I-l(aX2). 

** 1983-1 C.B.97. 
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interest that does hot economically accnie in the current year.” Accordingly, interest 
payable on the loan would constitute a liability to Partnership in the year payable. The 
acCTucd interest payable as a Code Section 752 liability will increase Investor’s basis in 
Paitnei^bip upon acorual and there will be a corresponding decrease in basis under Code 
Section 705 when die interest is paid. 

Based on its reasoning in the short sale rulings that the amount of the Code Section 752 
liability is a function of the amount of basis resulting from the short sale, the Service 
could argue that the amount of the liability, for Code Section 752 purposes, is 
$53,300,000 because the $33,300,000 loan gave rise to $53,300,000 in Partncrsh^i 
assets. Such position by the Service would be inconsistent with the logic that a liability 
is not recognized for purposes of Code Section 752 until such time as the all events and 
economic performance rules are satisfied pursuant to the regulafions imder Code Section 
461. 

hi die instant case, the $20,000,000 inaemental amount that relates to the premium is 
n^yable diou^ interest payments, hi the event of early repayment, a prepayment 
penalty could arise that is detomined based upon prevailing economic Actors, primarily 
then existing interest rates. Accordingly, die all events and economic performance rules 
are not satisfied iqioa the hivestor’s contribution of the cash subject d> the loan.^ To the 
extent there is a prepayment penalty, it is effectively contingent at the fime the loan is 
contributed to Partnership because the cost of repayin g the loan caimot be determined 
with reasonable accuracy. In LaRue v. Commissioner^ ^^ the Tax Court held that an 
obligation is not incurred and takoi into account 1^ an accrual basis taxpayer until the 
year in wtudi all events have occurred to fix the amount of the obligation and economic 
performance has occurred widi reflect to the obligadon. The Tax Court in LaRue relied 
on Long v. C ommissioner.^ for its conclusion diat contingent liabilities could not be 
included in a partner’s basis until such time as those liabilities are made definite or fixed. 
Accordin^y, wc are of the opinion that it is more likely than not that die face amount of 
the loan, $33,300,000, should constitute die amoimt of the “liability** for purposes of 
Code Section 752. 


The all events and economic perfonnaoce rules were not satisfied during the tern of Investor's 
participation in Partnership. The $33^00,000 loan remained outstanding after Investor terminated its 
interest in Partnerdiip. 

”90T.C.465(1988). 

T.C. I (1978). 
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B. iQvestor’s Capital Contribution to Partnersblp 

1. Entity Classification as a Partnership 

Treas. Reg. Section 301.7701-2(b) describes certain entities Aat are classified as per se 
corporations for U.S. income tax purposes. None of the categories of entities defined in 
the Regulations as per se corporations would i^>piy to Partnoship. Treas. Reg. Section 
301.7701-3 provides that an aitity not descril^ in Treas. Reg. Sections 301.7701- 
2(bXl)t (3), (4), (5), (6), (7) or (8) is considered an “eligible entity ” vdiich may elect to 
be classified as a corporation or, if it has 2 or more members, a partnership. Treas. Reg. 
Section 301.7701-3^X0 provides that a domestic eligible entity that has two or more 
monbers and does not choose to elect to be classified as a corporation will be classified 
as a partnenhip for U.S. income tax purposes. 

Based on die &cts set forth, Partnership will constitute a domestic eligible entity. 
Consequently, because an affirmative election to be treated as a corporatioo was not 
made, we are of the opinion that it is more likely than not that Partnership will be 
classified as a partnership for U.S. income tax purposes. 

2. Investor's Capita] Contribution - The General Rules 

The Limited Liability Company Agreement provides that the members’ respective 
coital accounts are maintained based upon the capital account maintenance rules of 
Section 704. The regulations under Code Section 704(b)^^ provide that a partner’s 
capital account must be credited with the following: 

• The amount of money the partner contributes to the partnership. 

• The tail market value of property die partner contributes to the partnership net of any 
liabilities secured by such property that the partnership is considered to assume or to 
which the property remains subject to in the partnership’s bands.^’ 


^ See Treas. Reg. Sectk» 1.704-l(bX2Xiv)O) for the basic rules associated with maintaining cq>ital 
amounts. 

^ Unlike the Code Secti<m 72 1 provisioas discussed below which look to the adjusted basis of die 
contnbfOed, tbe Code Section 704 capital account maintenance rules took to the fiir market value of the 
property. 
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• Allocations to the partner of partnership income and gain, including income and gain 
exempt from taxation. 


A partner’s capital account is decreased by the following: 


• The money distributed to the partner by the partnership. 

• The fair market value of property distributed to the partner by the partnership net of 
liabilities that die partner is considered to assume or to which die property remains 
subject to in the partner’s bands. 

• Allocations to the partner of partnership expenditures that are not deductible in 
CKin^iuting the partnership’s taxable income or not property chargeable to capita 
account 


C 


AUoc^ons to the partner of partnership losses and deductions, including financial 
losses and deductions, but excluding the nondeductible items immediately above. 


Code Section 721(a) provides the general rule that no gain or loss is recognized by 
partnership or any of its partners as a result of a contribution of ’’proper^ in exchange 
for an interest in the partnership. Money constitutes “proper^’ for purposes of Code 
Section 721(a).^^ Generally, there are three circumstances where the Code Section 
721(a) nonreco^tion rule would not apply: 


m 


• A contributing partner can realize gain on the contribution of property to a 
partnership if the contributing partner is relieved of liabilities in the transaction in an 
amount in excess of the basis of that partner’s partnership interest ConsequenUy, if 
property contributed to a partnership is subject to an encumbrance that is less than 
the adjusted basis of the property to the contributing partner, the existence of the 
- encumbrance should not cause the recognition of gain on contribution. 


• Code Section 721(a) does not apply to contributions to ’’investment partnerships” 
that are considered ”mvestment cOD^anies” under Code Section 72i(b). 


• The contribution must not be part of a “disguised sale” taxable under Code Section 
707(a). 

” 5ee Treas. Reg. Section 1.721-l(bXl) which refers to “cootributioos of money or other property." 
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None of the above circumstances should be applicable to Investor’s cash contribution of 
$54,700,000 subjw^t to the $33,300,000 loan b^use: 

• The amount of the loan assumed by Paitnenhip was less than the amount of cash 
conUributed. 

• Under Code Section 721(b), the non-recognitioo rule of Code Section 721(a) does 
not ^ly to gain realized upon a contributioo of property to a partnership 
"investment cbn:q>any.” Genei^y, this rule t^lies if die contribution results in 
diversification of the transferor’s assets. The intent of Code Section 721(b) is to 
prevent tax*£ree diversification of securities portfolios, hi the instant case, both 
Investor and Presidio’s LLCs are contributing only cash to Partnership. Accordin^y, 
there is no diversification and Section 72 1 (b) sho^d not apply. 

• Un<kr Code Section 707(aX2)(B), a contribution of propwty by a partner to a 
partnersh^) may be recharacterized as a sale if die partnership distributes to die 
contributiog partner cash or other property that is considerarion for the contribution. 
Code Section 707(a)(2)(B), by definition, only applies to transactions deemed to be 
sales. In the instant case, Investor is contributing cash where there is no inherent 
gain or loss potential.^ 

Accordin^y, based ^>on the Code Section 721(a) general rule of nonrecognidoa of gain 
or loss and the non-appUcatioa of excepdoos to that rule, we are of the opinion that it is 
more Likely than not that Investor will not recognize gain or loss with respect to its 
contribution of cash subject to the loan to Partnership. 

3. Investor’s Capital Contribntion • Code Section 1274 

Code Secdoo 1274(c) provides that if any person in connectimi with the sale or exchange 
of property assumes any debt instrument, or acquires any property subject to any debt 
instrument. Code Sections 1274 and 483^‘ do not apply to the debt instrument unless the 
terms and conditions of the debt instrumoit are modified in connection with the 
assumption or acquisition. Treas. Reg. Section 1.1274-5(a) fiuther addresses the 


Treas. Reg. Sectioa I.707>3(bXl) speciScalty excludes money or the obligation to contribute taxmsy 
from the definiti<» of what constitutes *Vroper^ transferred by a partner.” 

** Code Sections 1274 and 4S3 generally apply to ^isure adequate interest is charged and paid on an 
cbligation whenever a sale or exdiange of {Xt^)eity occurs involving the issuance of a debt mstrumeot 
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application of Code Section 1274 to an assumption of a debt instrument The Regulation 
states that Code Section 1274 docs not apply to a debt instrument if the debt instrument 
is assumed, or property is taken subject to the debt instrument iu connectioo with a sale 
or exchange of property, unless the terms of the debt instrument as part of the sale or 
exchange, axe modified in a manner that would constitute an excl^ge under Code 
Section lOOl. The same rule applies under Treas. Reg. Section 1.483-i(d). 

The Code Section 1001 Reguladons employ a two-step analysis to determine whether 
there has been a deemed exchange of a debt instrument Any alteration to the terms of a 
debt instrument mtist be first tested to determine if a ‘Modification” of the c^t 
instrument has occurred. If so, the modificafion must then be tested to determine 
whether it is "significant” A significant modification results in a deemed exclmige of 
die original debt instrument for a modified instrument The deemed exchange will be a 
realization event under Treas. Reg. Section 1.1001-l(a) and could potentially give rise to 
gain or loss, to cancellation of indebtedness inccHne for the issuer, and/or to a change in 
accounting for interest on the new instrument^ 

The Treas. Reg. Section 1.1001-3 regulations initially define the term "modification” in 
an extremely broad, all-encompassing maimer. A modification is defined as any 
alt^tion, addition, or deletion of a legal right or obligation of the issuer or holder of a 
debt instrument whether evidenced by an amendment of tiie instrument, conduct of the 
parties, or otherwise.^ The focal point of tiie definition is "changes or alterations” to the 
original debt instrument that were not agreed upon at the time of the instrument’s 
issuance. 

On the other hand, changes or alterations occurring by operation of the original terms of 
a debt instrument do not generally result in a modification. Treas. Reg. Section l.lOOl- 
3(cXlXiO provides tiiat an alteration of a legal ri^t or obligation that occurs by 
operation of the original terms of a debt instrument is not a modification. The 
Regulations coaten^)late two scenarios whereby such changes could arise — an alteration 
that occurs automatically and an alteration resulting from the exercise of an option 
provided to an issuer or holder. 


If an assumption of a debt mstrumeot involves a modification that triggers an exchange uadis' Code 
Sectiim 1001, Treas. Reg. Section t.l274-5(bXt) provides that the modification is trea^ as a separate 
transaction taking place immediately befxe the sale or exchange. 

” Treas. Reg. Section l.l00l-3(c). 
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An example of an alteration which could occur automatically (and, as a result, would not 
constitute a modification) is an annual resetting of the interest rate based on the value of 
an index. ^ With respect to collateral, a specified increase in the interest rate if the value 
of collateral declines from a specified level or alternatively the substitution of collateral 
to maintain required value th^holds would not constitute modifications if the actions 
are pursuant to die original terms of the agreement^^ Example 2 contained in Treas. Reg. 
Section 1.1 001 -3(d) sets forth a fact pattern whereby the original terms of a bond provide 
that the bond must be secured by a certain type of collateral having a specified value. 
The terms also require the issuer to substitute collateral if the value of the original 
collateral decreases. Any substitution of coUateral that is required to maintain the \^ue 
of the collateral occurs by operation of the terms of the bond and, as a consequence, does 
not constitute a modification. 

The only exceptions to the general rule that changes or alterations occurring by q>eration 
of the terms of a debt instrument do not constimte a modification are set for^ in Treas. 
Reg. Section 1.1001-3(cX2): 

• An alteration fiiat results in a new obligor, tiie addition or deletion of a co^bligor, or 
a change to any extent in the recourse nature of a debt instnunent 

• An alteration that transforms a debt instrument to an instrument or property right that 
is not a debt instrument unless pursuant to the holder*s option to convert the dd>t 
instrument into equity of the issuer. 

• An alteration resulting fix)m the exercise of an option to change a term of a debt 
instrument unless the option is unilateral.^ 

Once it is determined that an alteration constitutes a modification, its significance is 
tested under the general ai^ specific rules in Treas. Reg. Section 1.1 001 -3(e). Treas. 


** Treas. Reg. Section 1. 1001-3<cXiO* 

" Treas. Reg. Sections l.l001.3(cXu) and l.l00l-3{d). Example 2. 

^ As option is unilateral only ifun^ the debt iostnimeat’s terms or applicable law there is, at die time of 
exercise, no rigM of the other party to alter or terminate the instrument or to put h to a person related to the 
issuer^ exercise does not require consent of the otiter par^ or any person related to the other par^ or of a 
court or arbitrator; and exercise does not require considet^on on the issue date it is de minimis or 
an amount specified m the debt nstrument or based on a formula that uses objective financial informatiem. 
Treas. Reg. Section l.lOOl-3(c)C2Xiii). 


XX-001791 




Reg. Section I.1001-3(fX4) provides that each modification is independently tested as to 
whether such modification constihites a significant modification. 

As discussed, an alteration that results in a new obligor, an addition or deletion of a co> 
obligor, or a change (in whole or in part) in die recourse nature of the debt is treated as a 
modIficatioQ, even if allowed by the terms of the ori^nal debt instrument*^ 
Accordingly, Partnership’s assumption of the nonrecourse liability results in a 
modification of the ddbt instrument under Code Section 1001.** However, Treas. Reg. 
Section i.lOOl>3(eX4Xu) specifically states that the substitution of a new obligor on a 
nonrecourse debt instrument is not a significant modification. 

Apart fiom die alteradoo resulting from the substitution of a new obligor upon 
assumption of the loan by Partnership, no additional alterations occurred during the 
timefi:ame in which Investor had an ownership interest in Partnership that were not 
pursuant to the original terms of the debt agreement or that did not occur pursuant to the 
exercise of a unilateral option.*’ Accordingly, there were no modifications as defined in 
Treas. I^g. Section 1.1001>3(c) that would be deemed significant under Treas. Reg. 
S«^on l.i001'‘3(e) so as ti) result in a deemed exchange. For example, in satisfying the 
collateral requirements under the Credit Agreement, Investor (and subsequendy 
Paitneiship) was required to enter into investment transactions that constituted Permitted 
Investments. The Credit Agreement contained aitemative categories of investments that 
constituted Permitted Investments. Investor and Partnership had the option to change 
fiem a Permitted Investment category to another Permitted havestmeot category under 
the terms of the Credit Agreement Such option was a unilateral option (and, as a 
consequence, did not result in a modification) because there did not exist a right of the 
other party to alter or terminate the loan and there was no consent required.’’ 

Based upon the foregoing analysis, we are of the opinion that it is more likely than not 
that Partnersh4)’s assun^tion of Investor’s non«recourse d^t instrument will not result 
in ^plication of Code Section 1274 or Code Section 483 since the assuiqitioQ will not 


Treas. Reg. Section 1.100l-3(c)(2XO. 

** Treas. Reg. Section 1.1001«3(0(^0 provides that for purposes of testing whether an assuiq[}ti<m Is an 
exchange under Code Section iOOl, die tenns 'issuer" tod "obligor" are interchangeable and refer to the 
issuer of a instrument or a successor obligor. 

** No additional changes were made to die original terms of the Credit Agreemuit nor was there any 
additirmal alteratirms described in Treas. Reg. Section l.I001-3(c)(2X 
’"Treas. Reg. Section l.l00I-3(cX3). 
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constitute an exchange under Code Section 1001. In addition, we are of the opinion that 
it is more likely than not that there were no subsequent modifications to the Credit 
Agreement so as to result in an exchange for purposes of Treas. Reg. Section 1.1001- 
1(a). 


4. 


Investor’s Capital Contribution - Treas. Reg. Section l.£l- 

imo) 


Treas. Reg. Section 1.61-12(cX2) provides that an issuer generally does not realize gain 
or loss upon the “repurdrase" of a debt instrument The term “repurchase” includes the 
retirement of a debt instrument; the conversion of a debt instrument into stock of the 
issuer, and the exchange (including an exchange under Code Section 1001) of a newly 
issued debt instrument for an existing debt instrument 

Investor’s contribution of the $54,700,000 cash subject to the debt of $33300,000 
should not constitute a repurchase of a debt instrument under Treas. Reg. Section 1.61- 
12(cX2) for the following reasons; 

• The debt instrument has not been retired; 

• The debt instrument has not been converted into stock of the issuer; and 

• The debt instrument has not been exchanged for purposes of Code Section 1001 (see 
above discussion related to determination of whether a modification constitutes an 
exchange). 

Accordingly, we are of tire opinion that it is more likely than not that Investor will not 
recognize income under Treas. Reg Section 1.61-12(cX2) upon contribution of the loan 
proceeds to Partnership. 


C. 


Characterization of Debt Instrument 


Investor entered into the $33300,000 loan to partially fund its participation in the 
Investment Fund. As discussed, the loan was a fixed rate debt instrument with a seven- 
year term and interest payable quarterly at a rate of 17.557 percent per annum. Investor 
subsequently contributed the loan proceeds subject to the loan to Partnership. 
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Partnership then entered into a fixed-for-floating rate interest swap for a seven-year term 
to reduce its risks related to a change in interest rates. 

Prior to the release of Treas. Reg. Section 1.1275-6, the integration of a debt instrument 
and a hedge was permitted only in limited situations,^* and generally was considered to 
be a fevorjd)le rwult by taxpayers and commentators. On June 14, 1996, the Service 
released Final Regulations concerning debt instruments with original issue discount, 
contingent payment debt instruments, and die anti-abuse rule fi>r OID.^ The purpose of 
die Regulations under Treas. Reg. Section 1.1275-6 was to extend die integration 
treatment to financial instruments that pofectly hedge a qualifying debt instrumoit into a 
synthetic fixed or floating rate obligadoiL Althou^ the integradon rules are taiqiayo^ 
elective, an anti-abuse rule allows the Service relatively broad powers to force 
integration. 

1. Qualifying Debt Instruments and “Section 1.1275-6 Hedges” 

Treas. Reg. Section i.l275-6(a) a{^lies to eitha* issuers or holders of qualifying ddbt 
instruments. This Regulation provides for die integration of a qualifymg debt instmment 
and “Section 1.1275-6 hedges” if certain requirements are met and if die combined cash 
flows of the components are substantially equivalent to those of a fixed or variable rate 
debt instrument The purpose of die Regulations is to **permit a more appropriate 
detenninatioa of the character and timing of income, deductions, gains or losses than 
would be permitted by separate treatment of the components.**^ 

Treas. Reg. Section l.l275-6(bX4) provides that if its provisions apply to a qualifying 
debt instrument and hedge, the integrated transaction is deemed to create a synthetic debt 
instrument with the same cash flows as the combined cash flows of the qualifying debt 
instrument and hedge. This integrated instrument generally is subject to the Treas. Reg. 
Section 1.1275-6 Regulations radier than the rules to which each component of the 
transaction would be subject on a separate basis. 

Und^ Treas. Reg. Section l.l275-6(b), a qualifymg debt instrument is any debt 
instrument other than; 


Exaa^les included iategratioa under Deas. Reg. Sections 1.988-5, 1.446-4, sad 1.1221-2. 
” T.D. 8674, 61 Fed. Reg. 30133 (June 14, 1996). 

^ Treas. Reg. Section 1.1275-6(a). 
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• A tax*cxcmpt obligation as defined in Code Section l275(aX3); 

• A debt instniment to which Code Section 1272(aX2X6) (pertaining to certain 
interests in or mortgages held by a REMIC, and certain other debt instruments with 
payments subject to acceleration) ^pUes; or 

• A debt instrument that is subject to Trcas. Reg. Sections 1.483-4 or 1.1275-4(c) 
(pertaining to certain contingent payment debt instruments issued for non-pubiicly 
traded property). 

A Section 1.1275-6 hedge is any financial instrument if the combing cash flows of the 
financial instrument and the qualifying debt instrument permit the calculation of a yield 
to maturity under the principles of Code Section 1272, or the right to the combined cash 
flov« wc^d qualify under Treas. Reg. Section 1.1275-5 as a variable-rate dd>t 
instrument that pays interest at a floating rate or rates (except for the requirement that the 
intemst payments be stated as interest). A financial instrument can be a Section 1.1275- 
6 h<^e only if it is issued substantially contemporaneously with, and has the same 
maturity as, tire qualifying debt instrument In addition, a financial instrument that 
hedges currency ri^ is not a Section 1.1275-6 hedge. 

For purposes of determining what constitutes a Section 1.1275-6 hedge, Treas. Reg. 
Section l.l275-6(bX3) defines a financial instrument as a spot, forward, or fiitures 
contract; an option; a notional principal contract; a debt instrument or a similar 
instrument or a combination or series of financial instruments. Stock is not a financial 
instrument for purposes of this Regulation. 

2« Requirements for Integration by Taxpayer 

A ta3q)aycr may integrate a qualifying debt instrument and a Treas. Reg. Section 1.1275- 
6 hedge if the taxpayer meets all of the following requirements provided in Treas. Reg. 
Sections 1.1275-6(cXIXi)ttitou^(vii): 

• The taxpayer must adequately satisfy the identification requirements of Treas. Reg. 
Se(^on 1.1275-6(6) by entering and retaining as part of its books and recoids 
information related to issuance and acquisition of the qualifying debt instrument and 
the Section 1.1275-6 hedge; 



XX-001795 



720 



• None of the parties to the hedge may be related unless the related party uses a mark- 
to-maricet tax accounting method; 

• Both the qualifying debt instrument and the Section 1.1275-6 hedge are entered into 
by the same individual, partnership, trust, estate, or corporation; 

• If the taxpa)^ is a foreign person engaged in a U.S. trade or business, all items of 
income and expense associated with the integrated transaction (otiio: than intoest 
e^qpense subject to Treas. Reg. Section 1.S82-S) would, in the absence of the 
integration rules, be effectively connected income during the syntiietic debt 
Instruments term; 

• Witiiln 30 days immediately preceding the issue date of the synthetic debt 
instrument, the taxpayer did not terminate, or ‘leg out*'^^ an integrated transaction 
containing the quali^ing debt instrument, any other Aebt instniment that is part of 
the same issue, or the Section 1 . 1 275-6 hedge; 

• The qualifying debt instrument must be issued on or before, or substantially 
contemporaneously with, the date of first payment on the Section 1.1275-6 hedge, 
regardless of Aether the payment is made or received by the taxpayer; and 


• The taxpayer cannot have entered into a straddle^^ prior to the issue date of the 
synthetic debt instrument containing the Section 1.1275-6 hedge or the qualifying 
debt instrument 


3. Integration by Commissioner 



Even if a taxpayer docs not integrate a qualifying debt instrument and a Treas. Reg. 
Section 1.1275-6 hedge, the Commissitmer may do so if the combined cash flows on the 
qualifying debt instrument and financial instrument are substantially the same as the 
combined cash flows required for the financial instrument to be a Section 1.1275-6 
hedge. Treas. Reg. Section l.l275-6(cX2) provides that the Commissioner may not 
integrate a transaction unless the quali^g debt instrument is subject to Treas. Reg. 


‘l.eggjagf into and out of integrated transactioos is desoibed m Treas. Reg. Sections 1.1275-6(dQ. 
” Ftw this purpose, ‘‘straddle” is defined under Code Section 1092(c). 


/ 
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l^ISS 


Section 1.1275-4 (related to “contingent payment debt instniments”)” or Section 
1.1275-5 (related to “variable rate debt instnunents”) and pays interest at an objective 
rate. Under Treas. Reg. Section 1.1275-5, a “variable rate debt instrument” is a debt 
instrument that meets all of the following conditions'. 

• The issue price of the debt instrument must not exceed the total noncontingent 
principal payments by more than an amount equal to the lesser of: 

=> .015 multiplied by the product of the total noncontingent principal payments and 
the number of complete years to maturity fiom the issue date, or 

=» 15 percent ofthe total noncontingent principal payments. 

• The debt instrument must only provide for stated interest (compounded or paid at 
least armually), at; 

one or more qualified floating rates, 

=a a single fixed rate and one or more qualified floating rates, 

=0 a single objective rate, or 

=> a single fixed rate and a single objective rate that is a qualified inverse floating 
rate. 

• The debt instrument must proride that a qualified floating rate or objective rate in 
effect at any time during the term of the instrument is set at a current value of that 
rate. 

• The debt instrument must not provide for any contiirgent principal payments. 

Because, under the facts in the instant case, the quali^ing debt instrument is a fixed rate 
debt instrument, Treas. Reg. Section 1.1275-6(c)(2) does not provide the Commissioner 
with authority to integrate the loan and interest rate swap. Furthermore, the inability of 
the Commissioner to integrate a hedge with a fixed rate debt instrument was specified in 

” A “contingent payment debt instrument” is defined under Treas. Reg. Section 1.1275-4 as any defat 
instrument that provides for one or more contingent payments. 
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the preamble to the Final Regulations^’ concerning the anti-abuse rule for original issue 
discount, as follows: 

Section 1.1275-6 tbTTEGRATIQN RULES : 

Commentators generally ^proved of the integration rules in the proposed 
Regulations, and those rules are adopted with only two significant 
changes. First, the final Regulations allow (but do not require) the 
integration of a hedge with a fixed-rate d^t instrument For example, a 
tax^yer may integrate a fixed-rate debt instniment and a swap into a 
VRDL Aifiiough the hedging transaction Regulations (Section 1.446-4) 
cover many of these transactions, the iotegiatioD rules provide more 
certain treatment The final Regulations, however, do not allow the 
Commissioner to integrate a hedge with either a fixed rate debt 
instrument or a VR0I that provides for interest at a qualified floating rate. 

In fiiese cases, treating the hedge and &e debt instniment separately is a 
longstanding rule tha^ generally clearly reflects income. 

Based vpon die foregoing, we are of the opinion that it is more likely than not th^ the 
fixed-rate debt instniment and interest rate swap will not be integrated under Treas. Reg. 
Section l.l275-6(cX2). 

I D. Liquidafion of Investor’s Interest in Partnership: Basis in 
Distriboted Property 



On December 13, 1999, at the end of Stage I of the Investment Fund, Investor opted not 
to enter into Stage n of the investment program. As a consequence, hivestor*s interest in 
Partnership was liquidated on Decern^ 13, 1999.’* Code Sections 731(a) and 731(b) 
generally provide for both partner and partnership non-recognition treatment for 
liquidating distributioiis. Howev^, a partner recognizes gain imder Code Section 

” T.D. 8674,61 F«L Reg. 30133 (June 14, 1996). 

^ Partnership will not tenninate aa a result of the liquidadoo of Investor’s Paitnership interest See Treas. 
Reg. Section 1.708-l(bXlX°)- Under Code Section 708(a), an existing paitnerdiip is c<«sid^6d as 

ctmtinuing if it is not terminated. Since &ere were two remaining partners. Presidio’s two IXCs, there was 

no tenniaatioo under Code Secti<m 70S(bX1XA). In addition, there was no “sale or exchange” of 50 
percent <x more of total partaeish4) capital and profits as a result of the Uquidatioa of Investor’s 90 percent 
interest because a Uquidatioo b not cooside^ a “sale or exchange” for purposes of Code Sectiim 

708(bXi)(B). Treas. Reg, Section 1.708-l(bXlXu)- 
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731(aXl) to the extent that “money” distributed exceeds the partner’s basis in its interest 
in the partnership. Losses ate not recognized by a partner with respect to a liquidating 
distribution except as provided for in Code Section 731{aX2). Treas. Reg. Section 

1.731- l(aX2) denies loss treatment if “any property” other than money, inventory, or 
urrrealized receivables is distributed. 

The liquidating distribution to Investor consisted of $348,733 in cash (money) and 
$39,897 in financial instruments. Code Section 73I{cXlXA) defines “money” to include 
“marketable securities," and the term “marketable securities" is defined in Code Section 
731(cX2) as including financial instruments.” However, Code Section 731(cX3) 
provides that the inclusion of marketable securities as money under Code Section 
731(cXl) shall not apply if the parmership is an “investment partnraship" and each 
paimer is an “eligible partner." 

An “investment partnership” is defined in Code Section 731(cX3XC) as any partnership 
that is not engaged in a tra^ or business and substantially all of the assets of which have 
always consisted of money, corporate stocks; notes, bonds, or other evidences of 
indebtedness; foreign currencies; notional principal contracts; and interests in or 
derivative financial instruments in any of the listed assets. An “eligible parmer” is any 
partner who has not contributed to the partnership any property other than the 
aforementioned. 

Code Section 731(cX3XCXii) states that any activity undertaken as an investor, trader, or 
dealer in any of the listed assets is not a trade or business activity. Treas. Reg. Section 

1.73 1 - 2(e) further provides that a partnership is not engaged in a trade or business as a 
result of the receipt of commitment fees, break-up fees, guarantee fees, director’s fees, or 
similar fees that ate customary in and incidental to activities of a partnosbip as an 
investor, trader, or dealer. Accordingly, based upon the activities undertaken. 
Partnership is not engaged in a trade or business for purposes of q^lying the Code 
Section 731(c) rules. The sole asset contributed by the members to Parmership was 
cash. Accordingly, each parmer should qualify as an eligible partner for purposes of 


^ Pursuant to Code Sectioo 731(cX2XAX marlcetable securities are fioaocial instruments and foreign 
currency wtiich are, as of the date of distrifautioti, actively traded within the meaning of Cocte Section 
l092(dXl). Treas, Reg. Section I.I092(d).I(a) provides t^ actively traded personal property “includes 
any property for which there is an established Snancial matket" “Financial utsmanents” include stocks 
and other equity interests, evidences of indebtedness, options, forward or future contracts, notional 
principal contracts, and derivatives. 
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Code Section 731(cX3XCXi) Partnersiiip is not engaged in a trade or business as 
defined in Code Section 731(cX3XCXiO* The financial instruments, therefore, should 
not constitute money for purposes of Code Section 731(a). Consequently, because as 
discussed below, Investor’s adjusted basis in its Partnership interMt exceeded the 
amount of ca^ distributed. Investor will recognize no gain with respect to the 
liquidating distribution.*® 


Upon a complete liquidation of a partner’s partnership interest. Code Section 732(b) 
provides that the basis of any distributed property is equal to the partner’s basis in its 
partnership interest immediately prior to die distribudon, reduced by any ^rtual cash 
received. Under Code Section 732(c), if the basis of the distributee’s partnership interest 
a^r reduction for any money received exceeds the partnership’s basis in distribute 
unrealized receivables and inventory, each of tiiese assets is allocated a basis «pial to its 
basis to the partnership and the balance of die partner’s basis in its partnership interest is 
allocated to other distributed assets as follows: 

• First, each other distributed asset is provisicmally assigne a basis equal to its pre* 
distribution partnership basis. 

• If the provisional bases so assigne are less thai> the remaining basis to be allocated, 
the excess basis is allocated first to increase the bases of any ^reciated assets so as 
to reduce all differences between values and bases proportionately, with any 
remaining excess basis allocated to all other distributed assets in proportion to their 
respective fair matket values. 

. Accordingly, Investor’s adjusted basis in its partnership interest is first reduced by actual 
cash received of $348,733 and the resi<hial amount is allocated to the ^ancial 
instmments distributed in accordance with the above methodology. 

Since Investor contributed cash to Partnership, the initial basis to Investor of the 
partnership interest is the amount of money contributed, $54,700,000.** However, 


Because Investor’s adjusted basis in hs partaership interest exceeded the amount of all assets distrilmted 
in Uquid^Mi, there was no gain recognized in as^ event 

SectioD 722 {vovides that fte basis of an interest to a partnership acquired by a contributitm of 
prepay, including mon^, to Ute partnersbq) shan be the amount of such money and the adjusted basis of 



Investor contributed the $54,700,000 subject to a nonrecourse loan of $33,300,000. 
Code Section 752(b) provides that any decrease in a partner’s individual liabilities by 
reason of assumption by the partnership of such liabilities shall be considered as a 
distribution of money to die partner by the partnership which, under Code Section 733, 
reduces the basis of the partner’s partnership interest.*^ . The basis of Investor’s 
partnership interest is effectively the amount of the money contributed to the partnership 
reduced by the net liability relief (the difference between Investor’s entire loan liability 
transferred to the paitnersbip*’ and Investor’s share of the liability as a partner).” Tteas. 
Reg. Section 1.752-3 provides that a partner’s share of nonrecourse liabilities equals the 
sum of; (1) the partner's share of the partnership’s Code Section 704(b) taxable gain; (2) 
the partno^s Code Section 704(c) minimum gain; and (3) the partner’s share of Ore 
partnership’s excess nonrecourse liabilities. Accordbgly, Investor’s basis of 
$54,700,000 from its cash contribution is reduced by the $3,330,000 net amount of the 
Code Sections 752(a) and 752(b) adjustments.” 

All changes in Partnership liabilities’’ result in constructive cash contributions and 
distributions. Accordingly, Investor’s share of partnership liabilities decreased by 
$29,970,000 as a result of Investor liquidating its Partnership interest As a 
consequence, under Code Section 752(b) the $29,970,000 decrease is treated as a cash 
distribution to Investor thereby reducing its basis in its partnership interest to 
$21,400,000.“ 

Upon liquidation of Investor’s Partrrership interest we are of the opinion that it is mote 
likely tbm not that Investor’s adjusted basis amount of $21,400,000, plus or minus its 
allocable share of Partnership income or loss in its Partnership interest is first reduced by 


soch prope r ^ to coo^'butmg paitner «t tfie time of the coatributi<m increased hy .the amount of gtia 
recogiiz^ under Sectioa 721(b) to the cootribucii^ partner. 

® Treas. Reg. Section 1.752-1(4 
® Code Section 752(b)- 
Code Sectioa 752(aX 

” The $33^00,000 assuBied by Partnershqi less the $29,970,000 (90%) share allocated to Investor 
pursuant to Treas. Reg. Sectioa 1.752-3. 

^ Under C^ode Sectvxi 705(aX2), a partner's basis is decreased (but not below zero) by tite amoimt of cash 
distributed to him; the basis of any |»operQ' distrftnited to him by the paitnecsfaq); his distiibutive share 

of partnersh^ losses and nonde^ctible expenditures of the pailnnship not properly c^iargeabte to capital 
Kcount Treas. Reg. Sectioa 1.752-l<c) provides that any decrease in a partner's share of partnenh^ 
UabiUties is trea^ as a distribution of money by the partsenhip to that partner. 
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actual cash received of $348,733 and the residual amount is allocated to the financial 
instruments distributed. 

E. Applicability of the Code Section 465 “At Bisk” Rules and 
Code Section 469 

Generally, the “at risk” provisions limit the ability of certain taxpayers to currently 
deduct the losses attribut^le to certain activities to the extent those losses exceed the 
taxpayer’s “amount at risk” in the “activity.” Code Section 465(a) provides that in the 
case of an individual engaged in an “activity’ to which the section applies, any “loss 
fiom such activity” for the taxabie year st^ be allowed only to the extent of the 
aggregate amount with respect to which the taxpayer is “at risk for such activity” at the 
close of the taxable year. 

The Code Section 465 “at risk” rules eppW to individuals directly and to individuals in 
their capacity as partners in a partnership.” The “at risk limitation” of Code Section 465 
does not apply to a partnership; rather, it applies to the partners.** Consequently, the 
Code Section 465 “at risk” rules have potential iqrplicability to Investor both with 
respect to its direct investments and its investments through Parmership. 

The determination of the extent to which the taxpayer is “at risk” is made on the basis of 
the facts existing as of the close of the taxable year.** Prop. Treas. Reg. Section 1.465- 
1(a) provides that a loss is allowed as a deduction only to die extent that the taxpayer is 
“at risk” with respect to the activity at the close of the taxable year. The determination 
of the amount tire taxpayer is “at risk” in cases where the activity is engaged in by an 
entity separate fiom the taxpayer is made as of the close of the taxable year of the entity 
unless o&etwise stated. 

Accordingly, the analysis widi respect to activities undertaken by a partnership is based 
tqmn viewing the partnership as a separate entity and making the determination of the 
amount “at risk” at the partner level. Prop. Treas. Reg. Section 1.465-41 uses the 


” The “at risk” rules apply to trusts and estates as well See Code Section 542(a)(2) and S. Rep. No. 94- 
938, 94th Cong., 2d S^. 48 (1976), 1976-3 CB. at 86 (the “Seriate ReporO: see also Co^ Section 
641(b) (the taxable income of an estate or trust is computed in the same manner as an individual). 

“ HRRep. No. 432, 98* Cong., 2d Sess. 1597 (1984). 

” Prop. Treas. Reg. Section 1.465-l(a). 
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1 


following example of a calendar year individual taxpayer and a partnership with a 
taxable year ending on June 30 to demonstrate the application of this concept: 

Example (S): On July 1, 1976, C, along with many other persons, forms 
partnership W. C is a calendar year taxpayer and partnership W is on a . 
taxable >^ar ending June 30, On July 1, 1976, C contributes $3,000 to W. 

On August 1, 1976, W borrows a sum of money for which Cs allocable 
diarc of personal liability is $7,500. On October 1, 1976, W borrows a 
sum of mon^ under a nonrecourse financing arrangemrat with mspect to 
which Cs allocable share is $10,000. On March 1, 1977, W repays a 
portion of the loan for which C is personally liable, thereby reducing Cs 
personal liability to $6,000. Cs allocable share of W's losses for die 
taxable year ending June 30, 1977, is $13,000. On Septembw 1, 1977, C 
contributes unencumbered personal assets with an adjusted basis of 
■ $6,000 to W. On November 1, 1977, W repays another portion of the 
loan for which C is personally liable, reducing Cs perso^ liability to 
$5,000. On Decembo 1, 1977, W repays part of the nonrecourse loan 
dio^y reducing Cs allocable portion of the amount outstanding to 
$8,000. The amount of loss deduedon which C is allowed for 1977 is 
determined as follows: 

Amount at risk in activity as of 7/1/76 (prior to contribution) $ 0 


Plus: 

Contribution - 7/1/76 $3,000 

Allocable share of loan $ 7.500 

$10,500 

Less: 

Allocable share of net reduction in personal liability $ 1.500 

Amount at risk in activity as of 6/30/77 $9,000 


Although Cs allocable share of Ws losses for the taxable year ending 
June 30, 1977, is $13,000, Cs allowable loss deduction is limited to the 
amount at risk as of the close of the partnership's taxable year. Thus, Cs 
loss deduction for the taxable year ending December 31, 1977, is $9,000. 
The $4,000 not allowed as a loss deduction in 1977 will be treated as a 
deduction in 1978. The fiict that prior to December 31, 1977, but afier the 
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close of Ws taxable year on June 30, 1977, C made a contribution to W 
does not inctease the amount of loss which C may deduct for 1977. That 
amount Is limited to the amount C was at risk in the activity as of the 
close of Ws taxable year. 

Prop. Treas. Reg. Section 1.465>39(c) further provides that the amount a taxpayer 
risk” in an activity “at the close of a taxable year of the taxpayer” is determined by: 

• Increasing the amount “at risk” in the activity by all factors occurrir^ during the 
taxable year \^cb increase the amount at risk; and 

• Decreasing the amount “at risk” in the activi^ by all &ctors occurring during the 
taxable yesr which decrease the amount “at risk”. 

In the above example, the “loss from the activity” was a loss generated by a partn^ship 
with a June 30 ta:^le year that overtapped the taxable year of the individuaL In the 
instant case, Investor liquidated its interest in Parlnership during the taxable year of 
Investor. Furthermore, Partnership generated a loss from its activity. The assets 
distributed by Partnership to Investor as non-taxable liquidating distributions’® were 
contributed by Investor to its existing portfolio of investments. As discussed below, 
such contributioo should constitute a contribution to an “acdvi^ undo^ Code Sectioa 
465(bXI). Accordingly, the determination of \^ether there is a “loss from the activity*’ 
would be based upon the income or loss derived from Investor’s investment portfolio 
during the taxable year. The investment portfolio for such purposes would consist of the 
investment assets distributed to Investor as liquidating distributions and contributed by 
Investor to its “activity” and the pre-existing marketable securities and other financial 
instruments.’* To the extent t^ a loss was generated from the activity of the 
Partnership, the Partnership's activities will be treated as a separate activity fcHT purposes 
of Code Section 465. 


^ The Uquidadag distrbudoos eude to bvestor wot effectively noa-taxable distribudoos because diere 
was JK> gain or loss recognized under Code SectitKi 731. 

The ‘‘activi^ being undertaken by Investor through • separate legal entity (as the concept of separate 
legal entity is used in Prop. Reg. S^oa 1.4d5-l(a)) effectively tenninated at the date of Paitneiship’s 
liquithdon. 
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From a Code Section 465 perspective, the assets distributed to Investor^ upon 
liquidation in a non-taxable transaction were withdrawn from the “old activity” being 
undertaken by Parmership and contributed to a separate existing “activity” being 
undertaken by Investor. Accordingly, the determination of the extent to which the 
taxpayer is “at risk” with respect to his investment portfolio is made on the basis of the 
facts existing as of the close of the taxable year of Investor. Consequently, the activity 
undertaken through a separate entity. Partnership, during the taxable year is not impacted 
by the Code Section 465 “at risk” limitation rules, unless Partnership itself generated a 
loss on its investment activities. 


1. Activities Subject to the Code Section 46S Rules 

Code Section 465 originally applied to four types of activities: holding, producing, or 
distributing motion picture films or video tapes; farming; leasing certain tangible 
personal property, or exploring for, or exploiting, oil and gas resources.” Congress 
extended the application of the “at risk” rules in 1978 to explorirjg for, or exploiting, 
geothermal deposits and to each activity engaged in by the taxpayer in carrying on a 
trade or business or for the production of income not describe in Code Section 
465(cXl)-” In 1986, the “at risk” rules were extended to covet teal estate.” 

In applying the “at risk” rules, a two-step analysis is required. The scope of an activity 
first must be defined and then it must be determined whether separate activities should 
be aggregated or segregated for purposes of applying the “at risk” rules. The Code 
Section 465 Proposed Regulations provide oiily limited guidance regarding how to 
determine the scope of the activities in which a taxpayer is engaged. If two activities are 
inteiielated, it is not clear whether there are two activities or only one. 

Code Section 465 applies to each activity engaged in by the taxpayer in carrying on a 
trade or brrsiness or for the production of income.” Althou^ a partnership itself is not 
subject to the “at risk” rrtles, the nature of any activity involving a patmer is determined 
at tire partnership level Investor engages in its activity with respect to the investments 


^ Since Investor is a disregarded entity for fedeni tax purposes, references to Investor shall include k$ 
single member for purposes of this secdoo of dre opinion. 

"Code Section 465(cXl). 

^ Code Section 465(cXlXE): Code Section 46 5(cX3). 

” P.L. W-514, Sectiem J03(a). 

“Code Section 465(cX3). 
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made by Partnership for the production of income. Thus, the “at risk” activity of 
Investor includes its investments through Partnership. In addition, Investor invests 
directly in marketable securities and other financial instruments on its own account 
Investor’s direct investmoits in marketable snmrities and other financial instruments 
also constitute an “at risk” activity. Accordingly, Investor’s investmtmt portfolio 
consists of a combination of Investor’s direct investments and investm^ts tbrou^ 
Partnership. By design. Investor’s investment strategy necessitates an integration of risk 
positions with respect to ail the investments composing the portfolio in order to optimize 
investment returns. Accordingly, in an economic sense, Investor’s investment ac^vities 
are inteidq>endent and integrated 

Howevo*, for purposes of Code Section 465, hivestor’s direct investment activity and its 
investment throu^ Partnership would constitute two separate “at risk” activities. With 
respect to carT)dng on a trade or business under the Code Section 465(cX3) rules, if a 
ta?q>ayer actively participates in the managanent of such trade or business, then all 
su^tivities comprising the trade or business are aggregated for purposes of the “at risk” 
rules.^ No such rules are provided for the production of income. In addition, Code 
Section 46 S(cX 3XQ provides tiiat activities are aggregated or treated as separate 
activities to the extent prescribed by the Treasury regulations. No such Treasury 
regulations have been proposed or adopted sin^ the enactment of the provision in 197$. 

Until Treasury regulations are released defining parameters for aggregation and 
se^gation of activities relating to the production of income. Investor should be 
peimitted to combine all directly-held investment activities undertaken pursuant to an 
integrated investment portfolio strategy into one activity. Because Prop. Treas. Reg. 
Section 1,465-1 (a) treats partnerships as a separate entity for purposes of applying the “at 
risk” rules, we believe that the intended treatment of activities undertaken by 
partnerships is to view such activities as s^wate fix>m related activities undertaken 
(hrectly by the individual partner. Acc<Hdingly, to the extent that Partnership incurred a 
loss in its investment activities, Investor's allo^Ie share of such loss will be allowed to 
the extent of Investor's at-risk amount with respect to the Partnership. Furthermore, 
Inv(^or’s interest in Partnership was liquidated before the end of its taxable year. The 
assets witiidrawn from that activity up<xi liquidation were contributed to the investment 
activity being undertaken by Investor on its own account Accordingly, because Investor 
is now eisgaged in only one activity, investment activities on its own account, we believe 
that it is more liirely than not that Investoi’s at-risk amount with respect to its directly 

” Code Sectioa 465<cX3XB). 


XX-001806 



731 



held investments is determined by aggregating all of its directly held investment 
activities. 

2. The Amount “At Risk” 

For purposes of Code Section 465, a taxpayer is considered “at risk" for an activity with 
respect to the amount of money and the adjusted basis of other property contributed by 
the taxpayer to the activity and the amount borrowed for use in an activity to the extent 
that the taxpayer is personally liable for repayment of such amount or has pledged 
property, other than property used in the activity, as security for such borrowed amount 
(to the extent of die net fair market value of die taxpayer’s interest in such property).’* 
A taxpayer is not considered “at risk," however, with respect to amounts protected 
against loss through nonrecourse financing, guarantees, sto^oss agreements, or other 
similar arrangements.” 

An amount borrowed is not “at. risk” with respect to an activity if the amount is 
borrowed fiom any person who has an interest in the activity (other than an interest as a 
creditor in the activity) or fiom a related pqson to a person (other than the taxpayer) 
having such an interest'® This rule t^lies with respect to any activity engaged in by 
the taxpayer in carrying on a trade or business or for the production of income only to 
the extent provided in Treasury regulations."" No such regulations have been proposed 
or issued. 

A taxpayer’s amount “at risk” in a partnership is increased by the amount of the partner’s 
distributive share of taxable and tax-exempt income gencrat^ fiom the activity. Code 
Section 465(bX5) provides that ifi in any taxable year, the taxpayer has a loss fiom an 


" Code Sectiooj «5(bXl) md (2). 

”CodeSecdoo«5(bX4). 

“Code Section 4«5(bX3). 

“ Code Section 4d5(cX3XD); Alexander V. Comnimifmer 95 T.C. 447 (1990), rev’g on motion for 
retxmsida-ation, 59 T.CAt (CCH) 121. 

“ Prop. Treas. Reg. Sections 1.445-22, 1.445-23, and 1.445-44. See also Lansburrii y. CommiMioner. 92 
T.C. 448 (1989X (taxpayer’s “at risIC amount increased to extent the taxpayer recognizes income with 
respect to the activior) and Allen v. CominLssioner. 55 T.C.M. (CCH) at 488 (1988X (gain recognized on 
the disposition of the activity or an interest in the activity increases the taxpayer’s amount “at risk’). 
These adjustments reflect the &ct that tile “at risk” amount is determined in a manner consistent with the 
detennination of the taxpayer's adjusted basis, except that certain nonrecourse debt amounts and amounts 
protected against loss are not incltided. See the Senate Report at 50. 
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activity to which Code Section 465 applies, the amovint with respect to which a taxpayer 
is considered to be “at risk” in subsequent taxable years with respect to that activity is 
reduced by that portion of the loss which is allowable as a deduction. 

The legislative history underlying the enactment of Code Section 465 provides that die 
“at risk” amount for a partner is confuted with reference to die basis of the partner’s 
partnership interest The link between the partnership rules and Code Section 465 is 
corroborated by Private Letter Ruling 903^13 where the Service smted that the 
economic risk of loss analysis of Code Section 752 applied to determine a partner’s “at 
risl^ amounts. 


The "at risk" rules were interpreted in a similar manner to Code Section 752 in 
Follender. supra, where the Tax Court rgected the Service’s position that present value 
concepts are to be imposed on the “at ri^ rules under Code Section 465. Based upon 
the lack of support in the legislative history or the statutory language of Code Section 
465, the Tax Court refused to find an “implied limitation of die borrowed amotmt to 
present valuc,”*®^ observing diat “Congress has been explicit in the areas it has chosen to 
require present value calculations.”^^ The court fuidier stated that “the statute does not 
allow for present value calculation, expressly or in^Ucidy.”^^ Accordingly, the amount 
of debt contributed to an activity is the ‘*face” amount of the debt, the principal 
payable.*®’ 

There are two general areas of divergence in the application of the principles of the Code 
Section 465 “at risk” rules and the Code Secdon 704(d) partnership loss allowance rules. 
The fint difference is that a partner can acquire basis throu^ nonrecourse financing for 
Code Section 704(d) purposes; whereas, under Code Section 465(bX4), nonrecourse 
financing is generally insufficient to create an amount at risk for Code Section 465 
purposes. Accordingly, in the instant case, Investor’s initial basis in its Partnership 
interest after contribution of cash subject to the loan is $5 1,370,000 and Investor’s Code 


S. Rep. No. 93*. 94* Cong., 2d Sess. 50 0.9 (1976). 
89T.C.it953. 

“”S9 T.C.ar952. 

““/dl 


As previous^ discussed, die applicattoa of the tu&e-value^f*iaoaey concepts in die Code Sectiem 46S 
cc«ttext parallels dM base Code Secti<n 752 logic. In the Code Section 752 context, time-value-of money 
concepts are <xify applied in two defined situadems: (1) a special rule for nonrecourse liabilities with 
interest guarantee t partner and (2) an unreasonable del^ of a partner’s obUgadoo to make payments 
to the partnership. 
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Section 465 “at risk” amount is $21,400,000. However, because bivcstoi^s adjusted basis 
in its Partnership interest is reduced by its portion of Partnership's nonrecourse financing 
upon termination of Investor’s interest in Partnership, the difference between Investor's 
initial adjusted basis and at-risk amount described above will disappear, and Investor's 
at-risk amount will again track Investor's adjusted basis in Partnership. 

Second, in the event a partnership interest is sold and the selling partner has suspended, 
unallowed Code Section 704(d) losses, subsequent gain on the sale of the partnership 
interest caimot be used to firee-up the Code Section 704(d) loss carryover amount The 
partnenhip’s taxable year closes with respect to the selling partner under Code Section 
706(cX2XA) and die basis for the partner's partnership interest at that date is zeio.^^ 
Ihis can be contrasted with the Co^ Sectiem 465 rules which allow an ofiset of losses 
suspended under Code Section 465 against income from the sale of a partnership 
interest, as such income is treated as “inccmie from the activity.”^^ In effect, the Code 
Section 465 limitarion iqi^lies at die partner level, while &e Code Section 704(d) 
limitadoo isolates the disallowed loss at die partnership level.^^^ 

Widi respect to die instant case, the determination of die extent to which hivestor is ** 2 t 
risk” is made on die basis of the facts existing as of the close of hivestor's taxable year. 
At die close of Investor's taxable year, Investor had liquidated its interest in Parmership 
in a Don-taxable transacdon and the investment assets distributed to Investor were 
contributed to its existing activity consisting of direcdy-held investment assets. 
Accordingly, in determining the amount "at risk,” the analysis should efifecdvely track 
the assets distributed to Investor as liquidating distributions. Such assets were 
contributed to the investment activity being undertaken by Investor on its own account 
Based on the foregoing analysis, we believe that it is more likely than not that Investor's 
Code Section 465 “at risk” amount for its taxable year ending December 31, 1999, 
includes Investor's cash contribution to Partnership reduced by the amount of 
nonrecourse debt as described above, $21,400,000, plus or minus its allocable share of 
Partnership income or loss. 


In Sennet! v norrunkaioner. M T C, nCSIY Vld41S (9^ Cir. 1985), the Tax ‘ 

Court co&chided Uiat a partoer's suspended Code Section 704<d) deductions expire xipoa the sale of his 
paitoersh^i interest 

Prop. Treas. Reg. Secti<Ni 1.465-66(a), 

The inHterfying logic is that at the point diat an investM^ terminates his entire interest in an investment. 
Code SectioQ 465 should not preclude deduction of any suspended losses. 
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3. Application of Code Section 469 

Conceptually similar to the application of the Code Section 465 “at risk” rules, the 
passive activity loss rules of Co^ Section 469 do not apply directly to partnerships or S 
corporations, but (as a result of the entity’s flow-through nature) apply to the partners or 
shareholders.’" 

The aggregate amount of deductions disallowed for the tarcable year under Code Section 
469 is generally equal to a net amount designated as the “passive activity loss.” A 
taxpayer’s passive activity loss for any taxable year is the excess of the taxpayer’s 
passive activity deductions for the taxable year over the taxpayer’s passive acti'rity gross 
income for the taxable year."^ Under the regulations, in order to compute a taxpayer's 
passive activity gross mcome and passive activity deductions, the taxpayer must first 
determine the items of gross income “from a passive activity” and fire items of deduction 
that “arise in connection with a passive activi^.”'" 

Code Section 469(c) states that for purposes of this section the term “passive activity" 
means any activity which involves the conduct of any trade or business in which the 
taxpayer does not materially participate.'" Code Section 469(cX6) further provides that, 
to the extent provided in the regulations, the term “trade or business” includes any 
activity in connection with a trade or business or any activity with respect to which 
expenses are allowable as a deduction under Code Section 212. Treas. Reg. Sections 
1.469-l(eX2) and 1.469-4(bXlXi) provide that the term “trade or business activi^ 
includes any activity that involves the conduct of a trade or business within the meaning 
of Code Section 162. 

To date, no regulations have been issued defining the phrase “any activity with respect to 
t^ch expenses are allowable as a deduction under C^ Section 212.” However, Treas. 
Reg. Section 1.469-lT(eX6) provides that the activity of trading personal property for 
the account of owners of interests in the activity is not a passive activity, regardless of 
whether the activity is a trade or business and regardless of a pariner’s level of 
participation. Treas. Reg. Section 1.469-lT(eX6) provides an example of “trading for 


Code Sectian 4«9 (iX2). 

Treas. Reg. Section I.4«9-2T(bXl). 

Treas. Reg. Sections 1.46!>-2T(cXl) and l.469-2T(dXl). 

Under Code Section 4d9(IiX2), a limited partner is presumed not to materially participate in a limited 
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the account of owners of interests in the activity." This example indicates that a 
partnership's trading activities consist of “trading for the account of its partners” where 
the capital employed by the partnership in the trading activity consists of amounts 
contributed by the partners in exchange for their partnership interests. 

The term “personal property” is defined in die regulations to have the same meaning as 
under Code Section 1092Cd). but without regard to Code Section 1092(dX3) which 
generally excludes stock fem the definition. Under Code Section 1092(d), personal 
property means any personal property of a type which is “actively traded.” Treas. Reg. 
Section 1.1092((l)-l(a) further provides that actively traded personal property includes 
any personal property for which there is an established financial market An established 
financial market includes an inteidealer madcet The regulations define an interdealer 
market as being characterized by a system of general circulatian that provides a 
reasonable basis for determining current fair market value (Reuters screen quotations of 
mdicative terms). Presidio has represented that the contracts entered into by Partnership 
would be considered actively-traded based tqion the above definitioo of established 
financial market 

With respect to the instant case. Investor’s participation in the Investment Fund will 
constitute an activity that is not a passive activity based upon the exception for the 
“activity of trading personal property for the account of owners of interests in the 
activitj^ described in Treas. Reg. Section 1.469-lT(eX6). Accordingly, the income (or 
loss) generated by Partnership should not be subject to the limitations under Code 
Section 469. Such conclusion should extend to the losses from the dispositioo of any 
property received tq»n liquidation of Investor’s partnership interest since the assets were 
not used in a passive activity. Accordingly, we believe that it is mote likely than not that 
Partnership income (or loss) and the loss upon disposition of the assets received by 
Investor upon redemption of its Partnership interest will not be subject to the limitations 
under Code Section 469. 

F. Other Tax Provisions and Jniiicial Doctrines 

In arriving at our conclusions, we have considered several other Code provisions, as well 
as certain judicial doctrines that, if applicable, could impact the tax results of this 
transactiotL These other Code provisions and doctrines are the application of the anti- 
abuse rules under Treas. Reg. Section 1.1275-2(g) and Treas. Reg. Section 1.701-2 and 



XX-001811 



736 




tbe application of the business purpose/economic substance/step transaction/substance 
over form doctrines. 

1. Application of Anti*abuse Rule under Treas. Rc^. Section 
1.1275-2(g) 

The anti-abuse rule of Treas. Reg. Section 1.1275-2(g) provides that if a principal 
purpose of engaging in a transaction is to achieve a result that is unreasonable under 
Code Sections i63(c), 1271 through 1275, or any related Code Section, the 
Co mmis stonCT can apply or depart from the regulatioDS to achieve a reasonable restilt 
Whether a result is considered unreasonable will depend upon tbe facts and 
cimumstances surrounding die transactioa A significant tact in making this 
determination will be whe&er the treatment of a debt instrument is expected to have a 
substantial effect on the issuer’s or holder’s U.S. tax liability. A result will not be 
consitkred unreasonable, however, in the absence of an expected substantial effect on 
the present value of the taxpayer’s U.S. tax liability. 

The anti-abuse rule provides three examples of tbe ^plication of its principles. The 
examples illustrating the anti-abuse rule focus on the following situations: 

• Use of the option rules in Treas. Reg. Section 1.1272-l(cX5) to limit the holder’s 
interest income includible in the period prior to the call date; 

• Use of a contingent payment debt instrument to substantially reduce tbe holder’s 
interest income by virtue of tbe appUcatioa of Treas. Reg. Section 1.1275-4(c); and 

• Use of a convertible debt instrument to avoid original issue discount 

None of the examples are on point with the facts in the instant case. Tbe facts of the 
instant case can be distinguished fix)m the examples illustrating abuse since the issuer 
propedy amortizes the loan issuance premium into income as an oi^et to its otherwise 
allowable interest expense deductions, and, similarly, ^x>n repayment of the loan, 
income or deduction is property computed under the provisions of Treas. Reg. Section 
1.163-13 and Treas. Reg. Section 1.61-12, respectively. 

We are not aware of any authority applying the anti-abuse provisions to a case outside of 
the examples provided in the regulations, such as to a case similar to the instant case. In 
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analyzing whether the tax consequences contained herein are unreasonable under Code 
Sections 163(c), 1271 ferough 1275, or any related Code Section, it is useful to 
determine how a different s^plication of dre rules might result in a more reasonable 
calculation of the present value of the issuer’s U.S. tax liability. For example, the 
Service may apply the anti-abuse rule to change the maimer in which the issuer 
computes: 

• The issue price of the loan; 

• The accrual of interest expense and amortization of loan premium^ and 

• The income or deduction upon retirement of the loan. 

It is unlikely the Service could tq^ly the anti-abuse rule to change the issue price of the 
loan siiKx; the issue price is a statutory detetminatioD under C^ Section 1273(bX2), 
and the Service has no audiority under the anti-abuse reguladoos to depart fiom the 
statute. However, if the Service were to change the issue price of the loan, such change 
would have the effect of understating or ovostating the propa measurement of 
taxpayer’s interest expense under the constant yield method prescribed und^ the OID 
rules and regulations. This misstatement would occur due to the difference in the loan’s 
stated interest rate and prevailing maffret rates. 

Furthermore, any increase or decrease in the issue price would impact the calculation of 
income from the discharge of indebtedness or repurchase premium deduction upon 
retirement of the loan. An increase by the Service in the loan’s issue price would 
increase the accrued interest expense during the loan term, but decrease the rq>urcba$e 
premium in the year paid. Similarly, a decrease in the loan’s issue price by the Service 
would decrease the accrued interest expense during the loan term, and increase the 
Partnership's r^urchase premium deduction in the year the loan is paid. As a result, it 
s^pears unlikely fruit the Service could ^>ply the anti-abuse rules to the facts of the 
instant case to achieve a more reasonable tax result 

Based on the existing authority, and the facts and circumstances of the existing case, we 
believe that it is more likely than not that the described tax consequences of Investor’s 
issuance of the debt instrument will not have a substantial effect on the Investor’s U.S. 
tax liabili^ that could be construed as unreasonable in light of the purpose of Code 
S«:tioDS 163(e), 1271 throu^ 1275, or any related Code section. 
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2 . 


Application of Anti-Abuse Roies under 
1.701-2 


Treat. Reg. Section 




The partnership anti-abuse regulations articulate two broad rules. The first, which we 
refer to as the “intent of subchapter K” rule, is articulated in Treas. Reg. Section 1 .701-2 
paragraphs (a) through (d). It provides a fiameworic widiin which to determine whether 
a transaction violates the intent of subchapter K, and identifies the remedial steps that the 
Service may take to correct perceived transgressions. The second, which we refer to as 
the “abuse of entity" rule is embodied in paragt^hs (e) and (f) of Treas. Reg. Section 
1.701-2. This rule addresses situatians in which a partnership is utilize4 in lieu of an 
alternative business entity (e.g., a corporation), for a purported abusive purpose. When 
properly invoked, the Comrhissioner has the authority to treat the partnership as an 
aggregate of its partners to “carry out the purpose of any provision of the Internal 
Revenue Code or the regulations promulgated thereunder.”"' 

• a. Intent of Subebapter K Rule 



The partnership anti-abuse abuse regulations purport to grant the Commissioner 
authority to recast partnership transactions to achieve tax results that are consistent widi 
the intent of subchapter K, The anti-abuse rule ^lies only if (1) the taxpayer has a 
principal purpose to achieve substantial federal lax reduction, and (2) that tax reduction 
is inconsistent with the intent of subchapter K."* The regulations identify three 
requirements for demonstrating compliance with the “intent” of subchapter K:"’ 


The partnership must be bona fide and each partnership transaction or series of 
relat^ transactions (individually or collectively, the transaction) must be entered into 
for a substantial btrsiness purpose. 

The form of each partnership transaction must be respected under substance over 
form principles. 

The tax consequences under subchapter K to each partner of partnership operations 
and of transactions between the partner and the partnership mrrst accurately reflect 



Treas. Reg, Section 1.70l-2(e). 
Treas. Reg. Section 1.701-2. 
Treas, Reg. Section 1.701-2(a). 
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the partners' economic agreement and clcariy reflect the partner's income. Clear 
reflection of income is not required m instances where the inaccurate reflection of 
income is clearly contemplated by the particular Code or regulation provision being 
ippli^ 

The preamble to the final regulations explains that the first two "intent” requirements are 
intended as restatements of existing ju^cial doctrines.*^* As such, these requirements 
should be considered satisfied when it is determined that the judicial authorities 
regarding “business purpose” and "substance over form” are satisfied. As subsequmtly 
discussed in the Application of die Business Purposc/Economic Substance/Substance 
over Form Doctrines section of our opinion, we believe it is more likely than not that 
fliese judicial autiiorities are satisfied. Thus, consistent with fiiese findings, we believe it 
is moie likely than not that die first two “intrat” requirements are satisfied 

To demonstrate compliance with the third “intort of subchapter K” requirement, a 
taxpa)^ must show that the tax consequences under subchapter K to each partner of 
partnership operations and of transactions involving a partner and the partnership 
accurately reflect the partners’ economic arrangement and clearly reflect the partner’s 
income. Clear reflection of income is not required, however, where the inaccurate 
reflection of income is clearly conten^plated by &e particular Code or regulation section 
being applied. The regulations set for^ &ctors and examples that provide some limited 
guidance with respect to this requirement 

b. The Seven Factors 

In an instance that a partnetship is fonned or availed of with a principal purpose to 
reduce substantially the present value of the partners’ aggregate federal tax liability in a 
maimer inconsistent wi& the intent of subchapter K, the Commissioner can recast the 
transaction for federal tax purposes to achieve tax results that are consistent with the 
intoat of subchrqiter K. Whether a paitaership is used in a manner incoosistoit with the 
intent of subebapter K is detennined based upon all the facts and circumstances. The 
seven factors set forth below may be indicative, but do not necessarily establish, that die 
partnership is used in such a mann er These factors are illustrative only, and, therefore, 
may not be the only factors taken into account in making the determination under Treas. 


TJD. 8588, 1995-7 I.R.B. 5, 8; See also Federal Taxatioo of Partnenhips and Partners. (McKee. 
Kelson, and Vtlutmire), Chapter i.05(2}(a]. 
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Reg. Section 1.701-2. Moreover, the weight given to any factor depends on all the facts 
and circumstances. The absence or presence of any factor described does not create a 
presumption that a partnership was (or was not) used in such a manner. Relevant factors 
include:"’ 


The present value of the partners’ aggregate federal tax liability is substantially less 
dian had the partners owned the partnership’s assets and conduct the partn^hip's 
activities direc^ly^ 


• The present value of the partners’ aggregate federal tax liability is substantially less 
than would be the case if purportedly separate transactions that are designed to 
achieve a particular end result are inregrated and treated as steps in a sin^e 
transaction. For example, this analysis may indicate that it was contemplated that a 
partno^ who was necessary to achieve tire intended tax results and ^ose interest in 
the partnership was licjuidated or disposed of (in whole or in part) would be a partner 
only tonporarily to provide the claimed tax benefits to the remaining partners; 


• One or more partners who are necessary to achieve the claimed tax results have a 
nominal interest in the partnership, are std>stantiaUy protected fiom any risk of loss 
from the paitnership's activities (through distribution preferences, indemnity or loss 
guaranty agreements, or other arrangements), or have little or no participation in the 
profits fiom the partnership's activities other than a preferred return that is in the 
nature of a payment for the use of capital; 


• Substantially ail of the partners (measured by number or interests in the partnership) 
are related (directly or indirectly) to one ano&er; 


Partnership items are allocated in con^Uance with the literal language of Treas. Reg. 
Sections 1.704-1 and 1.704-2 but witii results that are inconsistent witii the purpose 
of Code Section 704(b) and those regulations. In this regard, particular scrutiny is 
paid to partnerships in which income or gain is specially allocated to one or more 
partners that may be le^y or effectively exempt federal taxation (for example, 
a foreign person, an exen^t organization, an insolvent taxpayer, or a taxpayer with 
unused federal tax attributes such as net operating losses, capital losses, or foreign 
tax credits); 


^ Treas. Reg. Section 1.701-2(c),subparagnpt^(l)through(7). 
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V 

The benefits and burdens of ownership of property nominally contributed to the 
partnership are in substantial part retained (directly or indirectly) by the contributing 
partner (or a related party); or 

The benefits and burdens of ownership of partnership property are in substantial part 
shifted (directly or indirectly) to the distributee partner before or after the property is 
actually distributed to the distributee partner (or a related party). 

c. Examples 


1) Example 10 

In Example 10*“ of the regulations. A, B, and C are partneis in a partnership, PRS, 
which has for several years been engaged in substantial bona fide business activities. For 
valid business reasons, the partners agree that A’s interest in PRS, which has a value and 
basis of SlOOx, will be liquidated with a non^deprcciable asset and related equipment 
with two years of cost recovery re maining UndCT Code Sections 732(b) and (c), A’s 
SlOOx basis in A’s partnership interest will be allocated between the non-depreciable 
asset and the equipment received in fire liquidating distribution in proportion to PRS’s 
bases in those assets. These rules result in a federal tax advantage to A, wifii no 
offtetting detriment to B or C. In selecting the assets to be distributed to A, the 
partnership had a principal purpose to take advantage of the fact that A’s basis in the 
assets will be detenninwl by reference to A’s basis in A’s partnership interest, thus, in 
effect, shifting a portion of A’s basis fiom the nondepreciable asset to the equipment, 
which in turn would allow A to recover that portion of its basis more rtqridly. 


The example sets forth the law as follows; subchapter K is intended to permit taxpayers 
to conduct joint business activity throu^ a flexible economic arrangement without 
incurring an entity-level tax. The decision to organize and conduct business through PRS 
is consistent with this intent In addition, the first two ’’intent of subchapter K” 
requirements are satisfied. The validity of the tax treatment of this transaction is, 
therefore, dependent upon whether the transaction satisfies (or is treated as satisfying) 
the proper reflection of income standard. Subchapter K is generally intended to produce 
tax consequences that achieve proper reflection of income. However, the third “intent" 
rule provides that if the replication of a provision of subchapter K produces tax results 


*“ Trcas. Reg. Sactioo 1.701-2(d) Example 10. 
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that do not properly reflect income, but the application of that provision to the 
transaction and the ultimate tax results, taking mto account all the relevant facts and 
circumstances, ate clearly contemplated by that provision (and the transaction satisfies 
the first two “intent” requirements), then the application of that provision to the 
transaction will be tieated as satisfying the proper reflection of income standard. 

Applying the law to the facts. Example 10 concludes that the transaction is treated as 
satisfying the proper reflection of income standard included in the third “intent" 
requirement A‘s basis in the assets distributed to it was determined under Code Sections 
732(b) and (c). The transaction does not properly reflect A’s income due to the basis 
distortians caused by the distribution and die shiffog of basis from a non-depteciable to 
a depreciable asset However, the basis rules of Code Section 732, which in some 
situatioos can produce tax results that are inconsistent with the proper reflection of 
income standard, are intended to provide simplifying administrative rules for bona fide 
partnerships that ate engaged in transactions with a substantial business purpose. Taking 
into account all the facts and circumstances of the transaction, the application of the 
basis rules under Code Sectian 732 to the distribution from PRS to A, and the ultimate 
tax consequences of the application of that provision to subchapter K, are clearly 
contemplated. 


2) Example 11 

In Example 11, PRS has for several years been engaged in the development and 
management of commercial real estate projects. X, an unrelated party, desires to acquire 
undeveloped land owned by PRS. X expects to hold the land indefinitely after its 
acquisitiotL Pursuant to a plan, a principal purpose for which is to permit X to acquire 
and hold the land but nevertheless to recover for tax purposes a substantial portion of the 
purchase price for the land, X contributes SlOOx to PRS for an interest therein. 
Subsequently, PRS distributes to X, in liquidation of its interest in PRS, die land and 
another asset The second asset is an insignificant part of the economic transaction but is 
important to achieve the desired tax results. Unda Code Sections 732(b) and (c), X's 
basis in its partnership interest is allocated between the assets distributed in proportion to 
their bases to PRS. Thereafter, X plans to sell the second asset for its value so that X 
will, in effect, recover a substantial portion of the purchase price of the land almost 
immediately, hr selecting the assets to be distributed to X, the parmers had a principal 
purpose to take advantage of the fret that X’s basis in the assets is determined under 
Code Sections 732(b) and (c). Thus, in effect, a portion of X’s basis economically 
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allocable to the land that X intends to retain shifts to an inconsequential asset that X 
intends to dispose of quickly. This shift provides a federal tax advantage to X with no 
offsetting detriment to any of PRS*s other partners. 

Aidiough Code Section 732 recognizes that basis distortions can occur in certain 
situations, the provision is intended only to provide ancillary, simplifying tax results for 
bona fide partnership transactioos that are engaged in for substantial business purposes. 
Code Section 732is not intended to serve as the basis for plans or arrangements in which 
mcoDsequenfial or immaterial assets are included in the distribution widi a principal 
purpose of obtaining substantially favcvable tax results by virtue of the statute’s 
siirqslifying rules. The transaction does not pr(^>eTly reflect X’s income due to the basis 
distortions caused by the distribution that result in shifting a significant portion of X’s 
basis to this inconsequential asset Moreover, the proper reflection of income standard is 
not treated as satisfied, because, talHng into account all the &cts and circumstances the 
appUcation of Code Section 732 to this arrangement, and the ultimate tax consequences 
t^ would result, were not cleaiiy contemplated by that provision of subebapter K. In 
addition, by using a partnership, the partners* aggregate federal tax liability would be 
substantially less than had they owned the partn^hip’s assets directly. Based upon these 
facts. Example 1 1 concludes that PRS has been formed and availed of in a manner that is 
inconsistent with the intent of subchapter K. 

d. Tlie Investor and the third "intend* requirement 

In the case of the Investor who makes a contribution to Partnership, the fiictors and 
examples provide insight as to wbetiier the transactions engaged in by the Investor and 
Partnership satisfy (or are treated as satisfying) the proper reflection of income standard 
embodied in the third *^tait of subch^ter K” requiimtent Subdiapta K is intended to 
permit Investor and other tasqiayers to conduct joint business activity through a flexible 
ecoDomic arrangement without incurring an entitydcvel tax. Organizing and conducting 
business throng Partnership is consistent with this intent Suixhapta K is generally 
intended to produce tax consequences that achieve proper reflection of income. 
However, this **intair requirement recognizes that the application of certain provisions 
of subeb^ter K may not produce tax results that properly reflect income. In such cases, 
tile application of such a provision of subeb^ter K to tiic transaction is treated as 
satis^g the proper reflection of income standard if the application of that provision to 
the transaction and the ultimate tax results, taking into account all the relevant facts and 
circumstances, are cleariy contemplated by that provision. 
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Investor’s basis in its interest in Partnership is increased for the cash contributed and 
decreased by liabilities that arc no longer allocated to Investor. As described above, 
Investor’s basis in Partnership is not decreased by the amount of the bond premium 
obligation because such obligation is not treated as a “liability” for purposes of Code 
Section 752. As a result of diis treatment of the bond premium obligation, the transaction 
may not properly reflect hivestor’s income as the basis in Investor’s Partnership interest 
shiits (pursuant to CcKh; Section 732) to the assets distributed to Investor when its 
interest in Partnership is liquidated. However, these rules (Code Sections 752 and 732) 
arc int^ded (notwithstanding the potential that tax results inconsistent with the proper 
reflection of mcome standard may occur) to provide simplified administrative rules for 
bona fide partnerships that are engaged in trarrsactions wifli a substantial business 
purpose, hi particular, the Code Section 752 regulations do not account for tlw effect of 
the time value of money (cxcqit in limited circumstances that are not jq^licablc here) to 
simplify the application of those rules to partnership transactions. 

The instant case is readily distinguishable from Example 1 1. hi Example 1 1, the plan or 
arrangement to reduce X’s federal tax liability was structured so that X could obtain the 
tax results with minimal economic risk (i.e., X’s participation in the partnership is 
terminated subsequent to its contribution to the partnership “at a time when the value of 
die partnership’s assets have not materially changed”). Investor, however, is not 
afforded such protecdons. Investor’s interest in Partnership is liquidated only after being 
exposed to the risks associated with the Investment Fund. While Investor could exit the 
Investment Fund after certain intervals of time and request to be redeemed from 
Partneiship^ Investor’s economic return from Partnership is dependoit upon the 
Partnership’s performance while Investor is a memba*. In addition, Investor is not 
compelled as a legal or practical matter to exercise its rights to exit the Investment 
Fund.'^* 

Based on the foregoing, wc believe it is more likely than not that Investor’s investment 
in the Investment Fund through Partnership will not be recast pursuant to the “intent of 
subch^tcrK”rulc. 


See Treas. Reg. Sectioo !.701>2(d}, Exis^Ie 4 (wfaid> coocludes that a tnnsa<^oa that mcludes an 
optKKi to exit a partnenhip cioes not violate the partoership anti-abuse provisions). 


XX-001820 



745 



I 


e. Abuse of Entity Rule 

Under the abuse of entity rele,*“ the Service is allowed to treat a partnership as an 
aggregate of its partners in whole or in part as appropriate to carry out the purpose of any 
provision of the Code or the regulations promidgat^ thercundo:.*^ This rule will not 
apply in situations ^ere a provision in the Code or the regulations prescribes entity 
treatment for a partnership (either in i;^ole or in part) and that treatment and the ultimate 
tax results, tal^g into account all die relevant facts and circumstances, are clearly 
contemplated by that provision.^^^ The abuse of entity rule is separate and distinct from 
the intent of si^tuqiter K rule. In other words, the Service may invoke the abuse of 
entity rule to ignore the subject paitnodiip, and analyze the tax effects of a transaction 
as if they w<m engaged in directly by die partners of the partnership. 

The Service illustrates the abuse of entity rule by way of diree examples. The first two 
examples identify situations D^ere the intaposition of a partnership is intmded to avoid 
application of unfavorable provisions appUc^le to corporations. Example 1 involves a 
transaction that tries to avoid limitations imposed by Code Section 163(eX5). Example 
2 involves a transaction attempting to avoid die appheation of Code Section 1059. Both 
of these Code sections specifically authorize regulatory authority to prevent taxpayers 
fr>m using partnerships to avoid s^lication of these sections. The Sovice will utilize 
its ability to invoke the abuse of entity rule in these types of situations. 

Example 3 describes the use of a domestic partnership by a domestic U.S. corporation to 
improve that corporation’s ability to utilize its share of foreign tax credits in respect of 
foreign country taxes expected to be incuned by a foreign corporation whoUy-KiWDed by 
the partnership. In diis case, the Service observes that Code Sections 957(c) and 
7701 (aX30) together require that the partnership be treated as an entity with respect to 
the issue of defining a U.S. shareholder and, thus, determining controlled foreign 
corporation (“CFCT) status. The exanqile also asserts that die use of the domestic 
partnership to qualify the foreign corporation as a CFC, and, thus, for the frvorable 
foreign tax cx^t look^dirou^ rules of Code Section 904(d)(3), was clearly 
contemplated by Congress. Accordingly, the example concludes that the Service in diis 
instance would be prevented from recasting the partnership as an aggregate of its 


“ See Iteg. Secti<»s 1.70I-2(c) and (0- 
Treas. Reg. Scetkm 1.701-2(eXl). 

Treas. Reg. SectioDS 1.701-2(eX2XD »nd (ii). 
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partners by operation of Tteas. Reg. Section 1.701-2(e).“® 

In contrast to the “intent of subchapter K” rule, the Service can invoke the abuse of 
entity rule of Treas. Reg. Section 1.701 -2(e) to carry out the “purpose of any provision of 
the Internal Revenue Code or the regulations promulgated thereunder.” Moreover, the 
Service claims the power under this rule to treat a partnership as an aggregate of its 
partners regardless of whether the partnership is imbued with economic substance. 
Accordingly, the Service could potentially invoke this rule if it determined that the tax 
consequences of the transaction involving Investor and Partnership were, in the Service’s 
view, in conflict with the "purpose of any provision” of the Code or regulations. 

The only constraint to which the Service’s general capacity to invoke the abuse of entity 
rule is Treas. Reg. Section 1.701-2(eX2). Under this section, the treatment of a 
partnership as an entity for purposes of applying a particular provision of the Code is 
respected if (i) the provision prescribes tte treatment of a partnership as an entity, in 
whole or in part, and (ii) that treatment, and the ultimate tax results (which flow from 
that treatment), are clearly contemplated by that provision.*^ 

The meaning of the phrase “prescribed entity treatment” is illustrated in Tteas. Reg. 
Section 1.701-2(1), Sample 3. This example asserts that Code Sections 957(c) and 
7701(aX30), when taken together, require t^t a partnership be treated as an entity for 
purposes of determining who is a U.S. shareholder in a foreign corporation and, thus, 
determining controlled foreign corporation (CFC) status. Code Section 7701(aX30) 
states that the definition of the term “U.S. Person” includes a domestic partnership. 
Code Section 957(c) provides fliat, for purposes of Subpart F (and the CFC rules), the 
term “U.S. Person” has the meaning assigned to it by Co^ Section 7701(aX30). 
Accordingly, for purposes of the CFC rules, a domestic U.S. partnership which holds 
stodc in a CFC is treated as a U.S. shareholder. Evidently, Uie Service believes that 
entity treatment is “prescribed” in such a case because the partnership’s entity-level 
stock ownership is respected (not disaggregated and attributed to its partners) for 
purposes of determining the level of U.S. shareholder stock ownership m a foreign 
edr^ration. 


Treas. Reg. Section 1.70I-2(f), Example 3. 
“Treas. Reg. Sections 1.701-2(eX2XD and (ii). 
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The tax benefits associated with Investor’s investment in Partnership are not derived by 
avoiding or enhancing results achieved under a Code section outside of subchapter K. 
Rather, it is subchapter K itselfi in particular Code Sections 752 and 732, which drives 
the tax results for hivestor. Both Code Sections 752 and 732 treat a partneiship as an 
entity as opposed to an aggregate of its partners. Such treatment of a partneiship as an 
entity is cle^y contemplated by Code Sections 752 and 732. In these circumstances, we 
believe it is more likely than not that Partnership will not, for purposes of determining 
the federal tax treatment of Investor’s investment in the Investment Fund through 
Partneiship, be recast as an aggregate of its partners pursuant to the “abuse of entity” 
nrle. 

3. Application of Uie Business Pnrpose/Ecanomic 
Substance/Substance over Form Doctrines 

In order for losses arising fix>m investments in financial instruments to be deductible, the 
transactioo or series of transactions that gave rise to such losses must have economic 
substance, a business purpose, and a foim that reflects their substance. A series of 
transactions will not be respected unless the transactions have economic substance 
separate and distinct from the economic benefit achieved solely by tax reduction. 

a. Judicial Development of the Business 
Purpose/Economic Snbstance/Substance over Form 
Doctrines 

The seminal case dealing with the necessity of having economic substance and a 
busmess purpose to effectuate a substantive tax transaction is Gregory v. Helvering. 
decided in 1935. In Gregory, the taxpayer attempted to use the Code’s reorganization 
provisions to convert a taxable dividi^ of cmporate property into a capital gain 
transaction involving that same property. The taxpayer in Gregory owned 100% of a 
coipoiatioa that owned operating assets as well as passive, appreciated marketable 
securities. The taxpayer wanted to extract the securities fiom the corporation and sell 
them, but wanted to avoid dividend treatmeuL To accon^lish this re^t, tire taxpayer 
formed a new corporation (“Newco”) and had the corporation holding the securities 
transfer the securities to Newco in exchange for Newco stock. The Newco stock was 
then distributed to taxpayer who inunediately thereafter liquidated Newco. The taxpayer 


“293 U.S. 465 (1935). 
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then sold the marketable securities and reported a capital gain. The series of transactions 
were undertaken over a six-day period. 

Gregory is typically described as a business purpose case. It is also a substance over 
form case and is indicative of how the doctrines interrelate. The Supreme Court began 
its analysis of the transaction by stating that “Tf a reorganization in reality was 
effected... the ulterior [i.e., tax avoidance] purpose ...will be disregarded. The legal 
ri^t of a taxpayer to decrease the amount of what otherwise would be his taxes, or 
altogether avoid them, by means which the law permits, cannot be doubted... But the 
question for determinatioo is whether what was done, apart fiom the tax motive, was the 
thing irfiioh the statute intended."'” 

The above observation by the Court acknowledges that a taxpayer may use die form of a 
transaction to minimize taxes, but there must be an undolying business purpose. 
Specifically, the Court noted that- 

. . .when subdivision (B) speaks of a transfer of assets by one corporation 
to another, it means a transfer made ‘in pursuance of a plan of 
teorganizadon’ of corporate business; and not a bansfer of assets by one 
corporatioo to another in pursuance of a plan having no relation to the 
business of either, as plaiky is the case here. Putting aside, then, the 
question of motive in respect of taxation altogether, and fixing the 
character of the proceeding by what actually occurred, what do we find? 

Simply an operation having no business or corporate purpose - a mere 
device t^ch put on the form of a corporate reorganization as a disguise 
for concealing its real character, and the sole object and accomplishment 
of which was the consummation of a preconceived plan, not to reorganize 
a business or any part of a business, but to transfer a parcel of corporate 
shares to the petitioner.'® 

Accordingly, even if a taxpayer purports to reorganize a business and executes the 
transaction in a form which fits within the Code's definition of a tax-fiee transaction, the 
courts will look beyond the form to determine whether the purported business 
reorganizatiotr, in sutetance, occurred. In additiott, a taxpayer must have a business 
purpose to support a transaction that is structured to reduce taxes. 

"* Sligoa, 29J U.S. at 468. 

'” On!eotY. 2MU.S.al469. 
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In 1960, the Si^rcme Court, citing Gregory, held that, just as there was never a business 
reorganization in Gregory, there was never a business loan in Knetsch v. United 
States .^^° The Court noted that it was “patent that there was nothing of substance to be 
realized by Knetsch from this transaction beyond a tax deduction.”*^* The taxpayer in 
Knetsch purchased 10, 30-year deferred annuity savings bonds, financed by a down 
payment and funds borrowed from the issuer against their cash surrender value. The 
basis for dte Court's conclusion that the transaction was a sham was that the taxpayer 
was paying interest to the issuer of die bonds at the rate of 3.5 percent on its loan to him, 
while &e investment was growing in value by only 2.5 poeent The net annual cash loss 
of I percent was incurred only to achieve a tax deletion for the interest paid. 

Whereas Gregory and Knetsch i nvolved relatively transpamit tax avoidance schemes, 
the subsequently decided sale-leaseback cases involved more s(^histicated transactions 
which combined differing levels of tax avoidance and non-tax motives. The seminal 
case in the sale-lease back area is the Supreme Court’s decision in Frank Lvon Co. v. 
United States. In the 1978 decisiem, ie Siqireme Court held that where there is a 
genuine multiple-party transacdon with ecomimic substance, which is compelled or 
encouraged by business or regulatory realities, is imbued with tax indqiendcmt 
considerati<xis, and is not shaped solely by tax-avoidance features that have meaningless 
labels attached, the Govermneot should honor the allocation of ri^ts and duties 
effectuated by the parties. 

In 1990, die Court of Appeals for the Second Circuit construed the St^reme Court’s 
opinion in Frank Lvon Co. to affect the form versus substance issue as follows: 

While we exalt substance over form, we do not ignore the form. The 
touchstone in determining whether die form of an agreement should 
govern is the t^ioion of the Siq}reme Court in Frank Lvon. which held that 
agreements which were intend to have economic substance, as opposed 
to mere tax avoidance, should be given effect for tax purposes... That 
opimOQ set forth sevml factors. . .The fimt factor incpiires whether there is 
a legitimate non-tax business reason for the form; in other words, were the 
parties motivated at least in part by reasons unrelated to taxes?... The 
second... factor requires that die agreement have non-tax “economic 


364 U.S. 361 (I960). 
Knetsch. 364 US. at 361. 
‘”435 US. 561 (1978). 
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substance.”... Wc have construed that factor to require a “change in the 
economic interests of the relevant parties 

b. Application of Che Step>Transaction Doctrine 

The judicially created doctrine of substance ovct form is sometimes referred to as die 
st^-transaction doctrine, hi general, the step-transaction doctrine has been used by the 
courts to detennine whethor die substance of a series of transactions undertaken by a 
taxpa)^ should prevail over the form of the transactions as constructed by the taxpayer. 
Application of the step-transaction doctrine by the courts can be described as 
amorphous. One of the more insightful observadons that has hcea made in applying the 
doctrine was by Judge Easterbrook in Sears Roebuck & Co. v. Con^ n^issionta".*^ 
“substance pre^raiis over empty forms.” As articulated by the Tax Court, the s^>- 
transaction doctrine "treats a scries of formally sqiarate 'steps' as a single transaction if 
such steps are in substance integrated, intenkpendent, and focused toward a particular 
rcsult"*^^ 

In cases where the courts have found diat the taiqiayer has entered into a soi^ of 
transactions that are in substance a single or indivisible transaction, diey have applied the 
step-transaction doctrine to disregard the intomediaiy steps and give credence only to 
the end result^^ The courts have traditionally a{^Ued three basic formulations of the 
doctrine. These are the "binding commitment," ie "mutual interdependence," and the 
"end result" tesis.*^^ 

T7ie ^'binding test The "binding commitment" test is the narrowest and 

most formalistic of the three fonnulations of the step-transaction doctrine. This 


Newman v. rommi'MinDer. 902 F.2d 159, 163 (2d CiT. 1990), Id Newman, the court vacated and 
remanded the decision of the Tax Court and concluded diat an individual taxpayer was not precluded by 
former Code Section 46(eX3) from claiming dte investment tax credit on equipment that was sid>ject to an 
operating a g reement 11k court held that fte opeiatiDg a g ree m ent between an employer and an 
independem trucking contractor was a valid contract and not t lease. 

972F.2d«58,«62(7thCir. 1992). 

Esmafk. Inc, v. Co^asioner- W T.C. 171, 195 (I9MX 90*^ without published opinion^ 886 FJld 
1318 (7feCir. 1989), 

See e.g., Cal-MauK Foods . Inc- v- romrnigsifmer 93 T.C. 181, 195 (1989). 

McDonald’s Restaurants of IHinois. Inc, v. Ownmisskmer. 688 FJ2d 520, 524-525 (7th Cfr. 1982); Cak 
Maine Foods. Inc, v. Commissioner. 93 T.C. 181, 198-199 (1989); and Penrod y,_( !pmmissioner. 88 T.C. 
1415. 1429 (1987). 
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approach integrates a series of transactions only if there is a binding legal commitment to 
undertake each of the steps.*^* The “binding commitment*’ test is primarily directed at 
tram^tions where the transactions under consideration span several tax years and at the 
time the first transaction is undertaken, there is a binding commitment to undertake die 
subsequent transactions.^^* 

The *‘end result” test In contrast to the “binding commitment” test, which looks to 
formal commitment as evidence of taxpayer intent, the "end result” t<»t integrates a 
series of steps into a single transaction when it appears that they were really component 
parts of a single transaction intended from the outset to be undotaken for the purpose of 
reaching an ultimate result’^ The broadest in scope of the three approaches, the “end 
result test” focuses \ipon the subjective intent of the parties involv^ and whether, as 
revealed by the substance of the transaction, the ultimate result was intended from the 
outset When such intent has been presort, courts have been disposed to combine 
purportedly sqraiate steps and bind taxpayers to the tax consequences of an integrated 
transaction. However, the courts have generally been reluctant to recharacterize a 
transaction by inventing steps not actually taken by the taxpayer under scrutiny.*^^ 

The "mutual interdependence" test The "mutual interdependence" test requires the 
integration of a series of transactions only if each transaction is so interdependent on the 
others that the legal relationships created by each step is fruitless without the completion 
of the series.^^ This approach focuses not upon ultimate results but rather on the 
relationship between st^.^^ Its appUcatitm is appropriate in instances where it is 
“unlikely that any one st® would have been undert^cn excq?t in contemplation of the . 
other integrating acts...."*” For example, wfa«e the taking of one purportedly sqjarate 
step in a transaction has been contingent on completion of another, courts have been 


Commissiona- y, Gordon. 391 U3. !3, 96 (196«X 

Commisskwier v. (3<ydon. 391 U.S. S3, 96; Redding v. Clommksiong. 630 F.2d 1169, 1175 (7th Cir. 
I980X eert d<mW4S0 U.S. 913 (1981X Wg 71 T.C. 597 (1979); and King Enterprise, tnc. v. U.S .. 
418 F.2d 51 1,518 (a CL 1969). 

King F-ntemr« e$;iDC^Y. U.S, 4 1 8 F.2d 5 1 1, 5 1 6 (Ct a 1 969). 

King Eptenxises. Inc, v. US. 418 FAl 5!i. 518 fO. CL 1969), 

Esmaric Tnc. v. CommiMinnar OC TP HJ, 196(1988). 

*** American fi antam Ca t Cwnoagv v. Committioner. 11 T.C. 397 (I948X t^dper curiam, 177 F.2d 513 
(3d Cir. 1949X cert denied, 339 U.S. 920 (1950). See ciso Redding v. Commissioner. 630 F.2d, 1169, 
1177; Dvessv.Cnmmissimier, 65 T.CJd. (CCH) 2717 (1993X <^d 25 FJd 1 1 19 (5th Cir. 1994), 
McDonaM’s Restaurants of Illinois. Inc, v. Commissioner, 688 FJld 520, 524. 

KHPerY.Commisstenef. 533 F.2d 152, 156 (5th Cff. 1976). 
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unwilling to accord the steps independent significance and have integrated them into a 
single transaction for tax purposes. 

When such interlocking legal relationships are absent, however, courts have been 
reluctant to integrate multi-step transactions under the “mutual interdependence” 
^proach. In Redding v. Commissinner. **’ for example, the taxpayer had received a 
(hstribution of bansfeiabie stock warrants fix)m a corporation in wUeb the taxpayer held 
common stock. The warrants entitled the taaqrayer to purchase, for additional 
consideration, stock in the cotporatian’s wholly-owned subsidiary. The taxpayer 
exercised all the warrants issued to him and purchased stock in the subsidiary. The Tax 
Court, in flying the step-transaction doctrine, concluded that the warrant distribution 
and acquisition of subsidiary stock ought to be treated as a single transaction involving 
the distribution of the subsidiary’s stock to the taxpayer. Having also concluded tiiat the 
other necessary requirements of Code Section 3SS h^ been met, die Tax Court held that 
the overall transaction qualified as a Code Section 3SS spin-off and should, therefore, be 
tax-fiee to the taxpayer.'** On appeal by the Service, however, the Seventh Circuit, in 
reversing the Tax Court, refused to construe die warrant distribution and subsequent 
stock purchase as a single transaction under the “mutual interdependence” test'*’ 

When the step-transaction doctrine is employed to eliminate transitory steps, it overiaps 
and becomes indistinguishable from the business purpose doctrine (under which the 
unnecessary step is disregarded because it is lacking in business purpose) and the 
substance over form doctrine (nulling the unnecessary step as a formality that merely 


'** ABOCiaed Wholesale Oroctrs. Inc, v. U.S.. 927 F3d ISI7(IOIliCir. 1991). 

630 FJd 1 169, 1 175 (7lli Or. 1980). art. denitJASti U.S. 913 (1981), rw’g 71 T.C. 597 (1979). 
“*Bedd^71T.C.at597. 

Redding. 630 F.2d at 1 178. The judgment was based on the &ct that none of the shareholders of the 
corpontioa (iachiding tiie taaqnyer) were under any ^ligatkni to exercise &e warrants distributed to 
them. In addidoo, dte warrants were transferable to oon-sbarebolden, and the underwriters involved had 
agreed to purchase (at a |nee somevritat reduced fr«n the actual exercise (uke of the warrants themselves) 
any stodc of die st^idiafy not acquired by exercise of the warrants. Therefore, as the appeals courts 
poii^ out, 'The OKmey would have come h and the stock gone out whh or widrout the exercise of the 
warrants." Redding 630 F.2d at 1 177, Noting that fiw primary objective of the warrant distribution was 
tile nusing of new capital, the court also decided that it had ecoDomic significance independent of any 
individual shardiolder’s decision to exercise and to actualfy acquire the subsidiary’s stod:. H<mce, the 
necessary level of imerdependence between tiie two steps was lacking, and the court found little evidence 
tiiat the coipmatioD had acted in concert with hs shareholders to achieve the Joint objectr^ of a tax-fiee 
spin off of ^ subsidiary. Reddmg. 630 F.2d at 1 178. 
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obscures the substance of the transaction). In Tandy Coro- v- Commissioner. ^^** the Tax 
Court statoi: 

When a taxpayer adheres strictly to the requirements of a statute intended 
to confer tax benefits, whether or not stq)s in an integrated transactioo, 
when the result of the steps is vdiat is intended by the parties and fits 
within the i^rticular statute, and when each of the several steps and the 
tuning therx^f has economic substance and is motivated by \^d business 
purposes, fire steps shall be given effect according to their respective 
terms.*** 

The Tax Court’s logic in Tandy Coro, is consistent with the Service’s position in 
Revenue Ruling 79-250.**^ In this ruling tee Service stated that formally sqjarate 
transactions will be respected and that die step-transacdon doctrine will not ^ly if eadi 
transaction demonstrates independent economic significance, is not subject to attack as a 
sham, and is undertaken for valid fausiaess purposes and not for mere tax avoidance. 

In the instant case, the following separate transacdons were undertaken: 

• hivestor entered into the $33,300,000 loan widi a third party bank. 

• Investor contributed $54,700,000 in cash to Partnership in a Code Section 721 
transaction. 

• Partnership undertook substantive investment activities. 

• Investor opted to wididiaw from the Investment Fund and his partnership interest 
was redeemed by Pailnership. 

• Investor's sole member sold a portion of the assets received as liquidating 
distributions. 

We believe that it is more likely tiian not that each of the above steps will be respected 
and the st^transaction doctrine will not tqiply because: 


^ 92 T.C. 1165 (1989). 

Tandy Coro.. 92 T.C. at 1173. 
^ 1979-2 C.B. 156. 
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• Investor is the true borrower and Investor entered into the loan for a valid business 
purpose (i.e., by leveraging its coital contribution to Partnership outside 
Partnership, Investor was able to guarantee a Tninimum initial amount of financial 
leverage). 

• The transactions entered into by bvestor, as a member in Partnership, had inherent 
economic risks where there was the potential for gain or loss and hivestor has 
r^resented that it had a reasonable expectation of making a pre-tax profit 

• Investor, tire Managing Member, the Class B MembOT and Deutsche Bank AG have 
represented that they each acted indq>endently and at ann’s len^ with respect to 
the transactions describe hereixL 

• There W 2 S no legally binding agreement, written or otherwise, that compelled 
Investor to cotrq^lete die transactions in the way described herein. 

• There woe no written agency agreements consummated with respect to the 
transactions undertaken pursuant to the Investment Fund and none of the parties 
involved held itself out to a third party as an agent of any of the others with respect 
to these transactions. 

c. Application of the Business Purpose/Economic 
Sabstance Doctrines 

In Revenue Ruling 99-14,**^ the Service set forth its views on how the economic 
substance and business purpose doctrines applied within the context of *‘lease-m, lease- 
out” ('TILO'') deals. In the analysis of ite position that the transaction did not produce 
the sought after tax result of deductible lease and interest payments, the Service 
discussal its view of the relevant authorities. The underlying economics of the 
transactions described in the revenue ruling arc significantly different fix>m those of tiie 
instant case;*^ however, a number of the cases cited in the ruling have potential 
applicability to the instant case. 


“M999-13IRB3. 

In a typicti LtLO traosactioa, there « minimal, if any, inherent ecmioimc risk incurred as a result of the 
cucular flow of cash p^^ents. Most leveraged leases are structured based upon the guidelines costuned 
b Revmue Procedux 75-21, !975*i C3. 7 15, whidi has cmly a D<xnuial pro& requirement 
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In the ruling, the Service concluded that the ULO transaction lacked the potential for 
significant economic consequences other than the creatioD of tax benefits based upon the 
following observations: 

• During the primary term of the sublease,*^’ the taxpayer's obligations to provide 
property were completely ofi&ct by its right to use property; 

• The taxpayer's obligations to make debt service payments on the loans were 
completely of&et by the taxpayer's right to receive rent on the sublease; and 

• The taxpayer’s economic exposure to the headlease residual was rendered 
insignificant by an option structure and die pledge of the securities that defeased the 
other party’s option payment 

The Sovice (xmcluded that the “only real economic consequence” of the LUO 
transaction during die 20<year primary term of the sublease was the taxpayer's pre-tax 
leum The Service dien concluded that the pre-tax return was too insignificant, when 
compared to die taxpayer's after-tax ^eld, to support a finding that the transaction had 
significant economic consequences other than the creation of tax benefits.^^ 

The Service initially cited Frank Lvon Co., supra, in the ruling. The Service stated that 
in assessing the economic substance of a transaction, a key factor is whether the 
transaction has any practical economic effect other than the creation of tax losses. The 
Service fuidier observed that courts have refused to recognize the tax consequences of a 
transaction that does not qjprcciably affect the taxpayer's beneficial interest except to 
reduce tax and that the presence of an insignificant pre-tax profit is not enou^ to 
provide a transaction with sufficient economic subsumce to be respected for tax 
purposes. Knetsefa. supra. ACM Partnership v. f!omniissioner ^^^ and Sheldon v. 
Commissions'^' were cited in support of its observations. 


In t ULX> tnuisactioii, proper^ b leased to dw uapsya under a ‘laeadlease” and tfae taxpayo' 
immediately leases tfae pr^>erty back under a *^lease.** 

Revenue Ruling 99*14 b effectively a restatemrat of tfae S^vice’s posHioii on bow to mterpret tfae **for 
profit standard u articulated in Notice 98*5, 1998*3 IRB 49. In die notice, tfae Service takes tfae positm 
tfaat a taxpayer b not entitled to foreign tax credits frexs an arrangement where **tfae reasonably expected 
ecmimnic profit b insubstantial compared to die value of the foreign tax credits expected to be obtafaied as 
a resufa of tfae arrangement** 

ACM Partnership v. Co mmiMioner, 157 FJd 231 ^d Cir. 1998). 

Sheldon V, Commissioner, 94 T.C. 738, (1990). 
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The Service noted that in determining whether a transaction has sufficient economic 
substance to be respected for tax purposes, courts have recognized that offsetting legal 
obligations, or cucular cash flows, may effectively eliminate any real economic 
significance of the transaction. For example, in Knetsek the taxpayer purchased an 
annuity bond using nonrecourse financing. However, the taxpayer repeate^y bonowed 
against increases in the cash value of the bond. Thus, the bond and the taxpa)^s 
borrowings constituted offsetting obligations. As a result, the taxpayer could never 
derive any significant benefit firom tiie bond. The Si^reme Court found tiie transaction to 
be a sham, as it produced no significant economic effect and had been structured only to 
provide the taq)ayer with interest deductions. 

In Shcldoru the Tax Court denied the taxpayer the purported tax benefits of a series of 
Treasury bill sale-repurchase ("repo”) transactions because they lacked economic 
substaiK^. in the transactions, tiie taxpayer bou^t Treasury bills that matured shortly 
after the end of the tax year and funded tiie purchase by borrowing against tiie Treasury 
bills through simultaneously entering into a series of repo transactions. The taxpayer 
accrued the majority of its intoest deduction on the borrowings in the first ^ar while 
defoxing the inclusion of its economically offietting intoest income fi:om the Treasury 
bills until tiie second year. In ten out of the eleven repo transactions in question, the 
repos each bore an interest rate hl^er than the yield of the corresponding Treasury bilL 
The court concluded that "the situation in form and substance is no differoit fitim that in 
Goldstem .”*“ The Tax Court in a nine to seven decision denied the taxpayer the tax 
benefit of the. transactions because the real economic impact of the transactions was 
"infinitesimally nominal and vastly insignificant v^eo considered in con^ianson witii 
the claimed deductions."’^* 

The Sheldon majority focused on the year-end tuning of the transactions, their non- 
existent or negligible profit potential, the use of repos to maturity to conclude that. 


The taxpayer in Sheldon purdiased Treasury bills aod, is order to finance the purchase, simuhaneously 
eota^d into a series of traosactioiis (in wUch it sold the T-bills back to the dcalen from which it had 
ourchased them and agreed to repurchase the T-bills in the foture for the same price phis imeresl). 

" (joldsteio y Co mm ii w ioner. 364 F.2d 734 (2"* Cv. 1966), is subsequently discussed. 

*** Sheldon. 94 T.C at 769. In total, die transactioas produ^ SIS, 381 ofnetgain on an mvestmeotofS! 
million. T1» point of controversy in Sheldon w as the court's obser^on that the non-tax business purpose 
shcmld be wei^ted gainst die tax purpose. The court noted the profits generated wen ncnnhial and 
insignificaiU when considered m comparison with die claimed deductions. Aldiou^ the cas«i discussed 
above uniformly support the notion ^ a taiqiayer must have some tnisiness purpose, nons of the cases 
att«spt to quamify the amount of business purpose necessary for a taxpayer to prevaiL 
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like the transactions at issue in GoldsteiiL the repo transactions had no tax indqjendent 
purpose: 

We recognize that taj^ayers may structure their transactions so as to 
obtain the maximum b^efit legally obtainable. . . Here, however, the sole 
objective was to obtain the intwest deduction. This is abxmdantly 
evidenced by the use of repos to market with locked-in losses in die 
transaction with no potential for any profit In instances ^eie 
intenn<»iiate rqios could have or did generate some gain from tihe cany, 
these amounts were nominal, either fixed or shoit>term and stable and, in 
any evoit, merely reduced fixed losses by relatively insignificant 
amounte.**^ 

The dissenting judges believed tiiat the majority misapplied Goldstein and, in feet, 
oeated a new and inaj^ropriate standard for testing interest deductions. In the dissent's 
view, the proper Gold^in test for determining whether interest is deductible is whether 
the imderlying transaction has a tax-independent purpose. Accordingly, the majority 
erred in introducing a profit objective standard and concluding that the de minimis profit 
potoitial deprived taiqiayers of interest deductions. The dissent in Sheldon was willing 
to recognize the applicability of Goldstein to trades that ended in repos to maturity that 
effectively locked in losses and negated profitability. However, the dissenting judges 
were unwilling to condemn the trades in aggregate because, in the dissent's view, the 
taxpayer was, at times, eiq>osed to tiie risk of profit and loss. 

Again focusing on a transaction tiiat did not ^reciably affect tiie taxpayer's beneficial 
interest, the Service observed tiiat in ACM Partnership, supra, the taxpayer mteied into a 
near- simultaneous purchase and sale of debt instruments. Takm toge&er, the purchase 
and sale liad only nominal, incidental effects on [the taxpa>^s] net economic 
positiorL***^ The court held tiiat transactions that do not "appreciably" affect a taxpayer's 
boieficial interest, excqit to reduce tax, are devoid of substance and are not respected for 
tax purposes.**^ 

In Revalue Ruling 99-14, the Service’s analysis did not cite the case that many view, 
including the Tax Court in ACM Partnership, as the cornerstone “for-profit” standard 


Sheldon. 44 T.C at 767. 
ACMPartoerstup. 157 FJd at 250 
ACM Partnership. 157 FJd at 24S 
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case, Goldstein v- Commissinner . Goldstein involved a taxpayer’s attempt to use a “T- 
bil! roll” to shelter her Irish Sweepstakes winnings. The plan called for Mrs. Goldstein 
to borrow a total of $945,000 from two banks with interest at approximately 4% and to 
invest in Treasury Bills yielding 1.5%. Mrs. Goldstein prepaid the interest on her loans 
in the first year. This prepayment, which she deducted as interest, sheltered much of the 
Sweepstakes winnings. Eventually, the T-bills were sold at a loss on Mrs. Goldstein’s 
behalf and her notes were canceled. The Tax Court disallowed the deductions holding 
that the transactions were not real and held out no prospect for economic benefit other 
than tax losses. Citing Knetsch. the Tax Court, noted specifically that “if sasdng 1958 
income taxes was the only significant ben^l to be derived ... then the Knetsch and 
Bridges cases require that the deductions for so-called prepaid interest must be 
denied.’’*" 

To determine whether any “significant benefit” did accrue to the taxpayer, the Tax Court 
analyzed the underlying economics of die investment and concluded that: 

. . .to have realized anything substantial beyond recovering her said outlay, 
the Treasury notes would have had to be sold considerably in excess of 
par, notwithstanding that diey bore interest of only 1.5%, and were to 
mature at par only a short time later ... [Thus, the taxpayer] could not 
reasonably have had any purpose or intention throu^ the foregoing 
transactions to appreciably afreet her beneficial interest except to reduce 
her taxes.'" 

On appeal, the Second Circuit disagreed with the Tax Court in holding that the loans 
were shams. In this regard, the court noted that the Goldsteins had entered into the 
transactions with independent financial institutions, that the loans remained outstanding 
for six months rather than just a few days and that the notes were with recourse. The 
Second Circuit affirmed the Tax Court, nevertheless, because it found that the 
Goldsteins had entered into the loan transaction for die sole purpose of securing a large 
interest deduction. The court noted that “die interest deduction should be permitted 
whenever it can be said that taxpayer’s desire to secure an interest deduction is only one 
of mixed motives that prompts the taxpayer to borrow funds .... there must be some 


*“ Goldstein. 44 T.C. at 299. 
'“ Goldstein. 44 T.C. at 300. 
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substance to the loan arrangement beyond the taxpayer’s desire to obtain tax benefits 
[emphasis supplied].”^*’ 

Several recent court cases have also addressed the economic substance and business 
purpose doctrine. Three of si^h cases have addressed a MerriU Lynch investment 
program involving the purchase and resale of certain notes, which, pursuant to a literal 
application of the contingent installment sale rules, generated tax losses. First, in ACM 
PartnCTshin. supra, a divided Third Circuit partly affirmed the Tax Court in holding that 
the economic substance doctrine precluded a partnership’s deduction of losses 
attiibu^le to such investment program; howev», the Third Circuit reversed the Tax 
Court and allowed deduedoos for “actual economic losses’* associated with the program. 

ACM Partnership has certain parallels, and significant distinctioDS, to the instant case. 
The facts of the case were as follows. In 1988, Colgate incurred a large capital gain on 
the sale of one of its subsidiaries. Colgate used the proceeds of the subsidiary sale to 
retire short-tom debt and also issued newly established long-term debt in connection 
with a newly established ESOP. As a result of the debt issuance, Colgate bcUeved that it 
had a disproportionately large level of long-term d^t Colgate concluded fiiat by 
acquiring its own debt through & paitneiship, rather than by simply refinancing it 
directly, it could pick the most advantageous market timing to actually refinance the 
debt In 1989, Meirill Lynch devised a contingent installment note sale transaction 
structured throu^ a partnership that would generate tax losses to offset the gain 
generated on the subsidiary sale.‘'“ 


Gold^in. 364 ¥2A ct 740. 

Coosisteitf with its plan to manage hs loog-tena debt posHioo and to shelter the subsidiary coital gain, 
in October of 1989, iffilfattn of ABN Bank (“ABhT*), Colgate and Merrill formed ACM Pailnetship. The 
ABN, CoWare and Merrill affiliate!i contributed S169J miUion, $35 million and $600,000 to the 
partnership and received partnership interests of approximately S2.63%, 17.07% and .29%, respectively- 
Initially, ^ partnership placed its S^5 mUlioo into a bank account interest at $.75%. 

On November 3, 19S9,I^ partnerslup purchased $205 million of floating rate notes from Citicoq) tb^ bad 
a yield of 8.78^ Three wedcs in order to generate the cash seeded to fiiunce the purchase of 
Colgate long-term debt held by Aird parties, the partnership sold $175 miliion of the Citicorp n<^ in a 
taxable installmeat sale traosactioo to the Bank of Tokyo and Banque Francaise du ComnMrce Exterieur. 
In &e sale, the partnership received $140 millton in c«h and UBOR-based insbdlment notes with a 
^^ent value of $35 milli^ Colgate argued ti»t intoeft rate seositiviy of the notes allowed the 
paiinership m.hedge the interest cate e]q>osiffe diat k had as a holder of the Colgate debt 
Colgate the position tiiat by operation of die instaUment sale Regulations, the partnersh^ could ony 
use $29 million of its total $175 millioa basb in the Citicorp notes to of&et the $140 mi^<m in cash 
proceeds. As a result, the partaersh4> recognized $111 millitm of taxable income in its first year. The 
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The Tax Court was asked to decide three issues: (1) whete the transaction should be 
disregarded because it lacked economic substance; (2) whether one of ACM’s partners, 
the ABN affiliate, was actually a lender rather than partner, and (3) whether certain 
partn^ship allocations lacked substantial economic effect under Code Section 7Q4(b). 
Because the court found for the Service on the first issue, it did not address the other two 
issues. In reaching its conclusion, the court discussed a number of major business 
purpose cases including, among others, Gregory, supra: Knetsefa. supra: Frank Lvon. 
siajra: and GoldsteiiL supra. The court focused particular attention on Goldstein and a 
major part of the court’s ultiinate conclusion is based upon the Goldstein analysis. 

The Tax Court in ACM Partnership provided the following test for making its economic 
substance determination: 

...the transaction must be rationally related to a useful nontax purpose 
that is plausible in U^t of the taxpayer’s conduct and useful in light of 
the taxpayer’s economic situation and intentions. Both the utility of the 
stated purpose and the rationality of the means chosen to effectuate it 
must he evaluated in accordance with commercial practices in the 
relevant industry. 

The court then provided guidance concerning vsdien a transaction is **rationally related” 
to the taxpayer’s situation. According to ACM Partnership, a rational relationship will 
ordinarily not be found unless the taxpayer had a reasonable e;q>ectation that the nontax 
benefits of the transaction would at least equal the transaction costs. This conclusion 
effectively follows Goldstein, where the court held that it does not make economic sense 
to pay 4% for a dumce to cam l.SV*. 

Based upon a detailed analysis, the Tax Court concluded that the relevant portions of the 
ACM transactioQS were economic shams vdiich were devoid of any non-tax business 
purpose and which did not have a rational nexus to Colgate’s stated purpose of liability 
management In reaching this conclusion, the court effectively bifur^ted the ACM 


iDcofiie was tilocated to &e partnen in accordance with tfaeir paitnerdup percentages so that more than 
80% was allocated to the ABH affiliate, which was not subject to U.S. tax and which paid no tax m its 
country of incorporatkxL Uoder die Section 453 basis rales, the nearly S146 milUon in basis 
was not a^iJable to of&et the gam on die sale was reallocated to the LIBOR notes. The LIBOR notes, 
thus, became buih-in loss assets widi a value of S35 inilli<m and a basis of S 144 million. 

*** ACM Partnership. 73 T.CAl (CCm 2189. 
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tnmsaction into those components that provided the claimed tax benefit and all other 
components of die transaction. Aithoagh the court found that Colgate had made an 
overall pre-tax profit on its ACM investment, even after taking into account transaction 
costs, the court also found that the pre-tax profit of the tax benefit components did not 
exceed their transaction costs.*^ 

In its analysis of the economic substance doctrine, the Third Circuit started its economic 
substance/business purpose discussion from die same basic starting point as die Tax 
Court, Gregory, supra. In Gregory, the Supreme Court held that the form of a transaction 
must Ik looked through in order to determine its sidistance. In diis regard, the 
transaction must be viewed as a wdiole, and each stq> is relevant Whether the taxpayer’s 
transactions had sufficient economic substance to be respected turns on both the 
"objective economic substance of the transacdons" and the "subjective business 
moti^^on* behind them. These arc not, the Third Circuit pointed out in ACM 
Paitnerahio. "discrete prongs of a "rigid two-stqi analysis" but raffier are related factora 
in the analysis of whether the transacdon had sufficient substance, apart fiom its tax 
consequences, to be respected."*’* 

The Third Circuit subsequendy refined the Tax Court’s economic substance analysis by 
clarifying that the objeedve economic consequence test is first sqiplied and then the 
subjective business motivation is examined, should a taxpayer not satisfy the objective 
test The court stated that the inquiry into whedier the taxpayer’s transactions had 
sufficient economic substance to be respected for tax purposes turns on both the 
‘‘objective economic substance of the transactions" and the “subjective business 
motivation" behind them. 

The coiut’s position in ACM Partnerahip is an affiimation of the Fourth Circuit’s two- 
pronged subjective and objective tests contained in the Rice’s Tovota World v. 
Commissioner-*’^ Rice’s Tovota Worid effectively provides that a transaction is not a 

The Tax Court found Uut it foe time it catered mto foe partamh^, Colgate’s only real o|;qx>rtunity to 
earn a (vofit was tiffou^ an increase in foe credit quality of foe issuers of foe notes, or a 400-500 basis 
point increase m foree-monfo LIBOR interest rates. The Tax Court found no impact on credit quality was 
possfole as foe leaders woe already hi^dy rated at foe time of foe tiaosactioa. Moreover, foe Tax Court 
did a six year review of foree-monfo UBOR rates and did not find an increase of even 300 basis points in 
foe necessary thne fiame. Since foe anatysis of foe historical data showed no reasonable basis for 
expecting a {^St, foe Tax Court ruled against ACM. 

ACMPtmersUD. 157 FJd it 247. 

752 F.2d S9 (4* Cir. 1985). 
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sham if it has either “business purpose” (subjective) or “econotmo reality” (objective). 
Assuming a transaction has either (or both) of the prongs, it should not be viewed as a 
shana. The court in ACM Partnershin reaffirmed that “business purpose" and “economic 
reality” (or economic substance) do not constitute discrete prongs of a “rigid two-step 
analysis,” but rather represent related factors, both of r^ch inform the analysis of 
whether the transaction had sufficient substance to be respected for tax purposes. 

To better rmderstand the Third Ciroirit’s position in ACM Parlnershro. it should be 
contrasted with the Second Cireirit’s decision in Goldstein, suora. where the court 
focused on the primacy of actual economic returns in assessing btrsiness purpose. The 
Second Circuit did not attempt to engage in any srrbjective/objective dichotomy in 
determining business purpose, brrt undertook a relatively sophisticated economic 
analysis to determine nhe&er there was a reasonable expectation of non-tax economic 
profit The Third Circuit incorporates the Goldstein logic in its “subjective business 
motivation” analysis, which looks to intended business purpose and anticipated 
profitability. 

In its appeal, ACM conterrded that because its transactioirs on their face satisfied each 
requirement of the contingent irrstallment sate provisions, it prcperly deducted the losses 
arising fiom its “strai^tforward appUcatioo* of these provisions which reqitired it to 
recover otrly one-sixth of the basis in the Citicorp notes during the first of the six years 
over vdiich it was to receive payments.'” Thus, ACM contended it properly subtracted 
the remaining basis in the LffiOR notes which included the remaining five-sixths of the 
basis in the Citicorp notes used to acquire them. Consequently, ACM argued it properly 
subtracted the approxinrately $96 million tetrrairring urrrecovered basis in the UBOR 
notes from the approximately $11 million consideration it received upon disposition of 
those notes and correctly recogttized and reported the gairrs and losses arising from its 
sale or excharrge of property in accordance with Code Section 1001. In his dissent. 
Circuit Judge McKee agreed. 

The Third Circuits teasotring in coming to its decision first looked to the objective 
aspects of the economic substance analysis and then to the subjective aspects. With 
respect to the objective analysis, ACM asserted that the Tax Court was bound to respect 
the tax consequences of ACM's exchange of Citicorp notes for LIBOR notes because. 


’’’ Temp. Treas. Reg. Section 15a453-l(c). 
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under Cottage Savings Association v. CoTnmissmner. ^^* an exchange of property for 
"materially different" assets is a substantive disposition whose tax effects must be 
recognized. T^e majority found Cottage Savings inapposite, reasoning that the 
mortgages relinquished by the savings and loan association afforded it “legally distinct 
entitlements” from the ones it received. 

The court observed that the distinctioas between the exchange at issue in this case and 
die exchange before die Court in Cottage Savings predominate over any superficial 
similarities between die two transactions. The court noted that the taxpayer in Cottage 
Savins had an economically substantive investment in assets which it had acquired a 
number of jwars eaiiier in the ordinary course of its business operations. The investment 
had declined in actual economic value by over $2 million from ^proximately $6.9 
million to wroximately $4.S million from the time of acquisition to die time of 
disposition.*” * 

Based iqioa Cottage Savings, the Third Circuit majority in ACM Partnership effectively 
expanded upon the terminology used by the Tax Court by introducing the concept of a 
"bona fide" loss.*” The court noted diat tiic Supreme Court cn^hasized in Cottage 


499 U.S. 554 (1991). In Cottage Saving, the taxpayer, a savings and loan associadoo, owned fixed 
rate mortgages whose value had declined as interest rates had risen during the preceding decade. The 
taxpayer simuhaneousb^ sold those mortgages and purchased other mortgages wt^ were approximately 
equal in &ir market value, but &r tower in face value than the mortgages which the taxpayer relinquished 
The Court fouxKt duit die exchange fev different mortgages of equivalent value afforded the taxpayer 
"legally distinct entitlements," and dius was a substantive dl^>ositioQ which entitled the taxp^er to d^uct 
rtt losses resulting fiom tire decline far value of the mrxtgages during the time that tiie taxpa^ held them. 

In Cot^g Sa vinfs, the tvqMQrer’s teUiMpushm«it of assets (so altered in actual economic value over 
die course of a kng- term rovestmeot) stood in ‘‘stark coatrasT to ACKf s rttioquishmeat of assets that it 
had acquired 24 d^ earlier under ciraanstances assured that their principal value would remain 

constant and that their interest pc^ents would not vary materialfy from those generated by AChfs cash 
deposits. The court futdrer distinguished die two transactions by making the following observation: 
...vdule the dispositions in Cottage Saving and in this case appear similar in that the taxp^r exchaz^ed 
dM assets for odi^ assets widi die same net present value, beneath this similaiiQ' lies die more fiffldamental 
distinction that the disposition in precipitated the realization of actual economic losses 

arising fr^ a kmg-tenn, economically significant investmati^ while the di^Msition in this case was 
mthoitt economic effect as it merely terminated a fleeting and economically inconsequential investment, 
^ectivefy returning ACM to the same economic position it had occupied b^ore dte notes' acquisition 24 
^s earlier. Emphasis added). ACM Partnership. I57FJdat251. 

' TVeas. Reg. Se^on 1.16S<l(b) also requires diat a loss be "bona fide," and that substance shall govern 
over fixm in determining the deductibility of a loss. The coochisiM that Investor’s loss is ”b<«a fide* 
under AQyj should be equally applicable under Treas. Reg. Section 1.165-l(b). 
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Savings that deductions are allowable only where the taxpayer has sustained a “bona 
fide” loss as detennined by its “[s}ubstance and not mere form."'” According to ACM's 
own synopsis of the transactions, the contingent installment exchange would not 
generate actual economic losses. Rather, ACM would sell the Citicorp notes for the same 
price at which they were acquired, generating only tax losses which offset precisely the 
tax gains reported earlier in the transaction with no net loss or gain from the disposition. 

Jh order to understand the court’s use of the “botra fide” loss logic and determine the 
applicability of the resulting dicta in other contexts, one mirst cateMly read footnote 31. 
In this footnote the cortrt differentiates a “bona fide" loss fiom the ACM loss: 

While it is clear that a transaction such as ACM's that has neither 
objective non-tax economic effects not subjective non-tax purposes 
constitutes an economic sham whose tax consequences must be 
disregarded, and equally clear that a transaction that has both otjective 
non-tax economic significance and subjective non-tax purposes 
constitutes an economically substantive transaction whose tax 
consequences must be respected, it is also well established that where a 
trarrsaction objectively affects the taxpayer's net economic position, legal 
relations, or non-tax business interests, it will not be disregarded merely 
becatrse it was motivated by tax considerations. See, e.g., Gregory. 293 
U.S. at 468-d9, 55 S.Ct at 267 ("if a reorganization in reality was 
effected ... the ulterior purpose will be disregarded"). Northern Indiana 
Pub. Serv. Co .. 115 F.3d at 512 (etrqrhasizing that Gregory and its 
progeny "do not allow the Comrrtissioner to disregard economic 
transactions . . . which result in actual, non-tax-related changes in 
economic position" regardless of "tax-avoidance motive" and refusing to 
disregard role of taxpayer's foreign subsidiary which performed a 
"recognizable business activity" of securing loans and processing 
payments for patent in foreign markets in exchange for legitimate profit); 

Kraft Foods Co. v. Commissioner. 232 F.2d 118, 127-28 & n.l9 (2d Cir. 

1956) (refusing to disregard tax effects of debenture issue which "affected 
. . . legal relations" between taxpayer and its corporate parent by financing 
subsidiary's acquisition of venture irsed to further its non-tax business 
interests). In analyzing both the objective and subjective aspects of 
ACM's transaction in this case where the objective attributes of an 

Oottape Savinas. 499 U.S. at 567-68 (quoting Treas. Reg. Section 1.165-I(b)). 
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economically substantive transaction were laclnng, we do not intend to 
suggest that a transaction which has actual, objective effects on a 
taxpayer's non-tax affairs must be disregarded merely because it was 
motivated by tax considerations. 

After concluding that the taxpayer did not satisfy its objective economic consequence 
portion of the economic substance analysis, the Third Circuit then looked to the 
subjective aspects of the economic substance analysis. In its subj«:tive purpose 
inquiries, die court determined that die transactions were not intended to serve ACM’s 
professed non-tax purposes and were not reasonably expected to generate a pre-tax profit 
(a Goldstein -tvpe of analysis). The court stated in footnote 44 that **^cre such 
objective economic effects arc lacking^ scrutiny of the subjective intent behind the 
transacdoDS becomes an important means of determining toother the transactions 
constitute a sdieme with *do purpose odier than tax avoidance* that may not give rise to 
deductible losses evea where the statute contains no express requirement that the 
transaction serve a noo-tax business purpose.”*^ 

The Third Circuit observed that ACM*s stated business purpose for engaging in the 
transactions, to provide an interim investment until ACM needed its cash to acquire 
Colgate debt and as a hedge against interest rate risk, did not comport with economic 
reality or with what actually transpired. In addition, the court agreed with the Tax 
Court’s conclusion that there was no pre-tax profit potential using the Tax Court’s 
bifurcation approach to analyze profitability. Accordingly, the Third Circuit concluded 
that ACM did not satisfy the subjective business motivation test. 

ACM-Partnership is an endorsement of the principles previously set forth in cases such 
as Goldstein, supra. Sheldon, supra, and Wexler. supra. Beyond file base logic of these 
cases, it is our view tiiat ACM Partnership stands for the simple proposition that a 
transaction with no reasonable potential for pre-tax {Hofit cannot be salvaged because the 
taxpayer also has unrelated profit-generating ^tivity. 

Since the Third Circuit's decision in ACM Partnership, the Tax Court has denied losses 
claimed by investors in two other cases involving the Merrill Lynch investment program, 
ASA Investerings Partnership v. Commissinner ^*^ and Saba Paitnersbip v. 


*’* Partnership. 157 FJd «t 248. 

ACMPartaership. 157 F Jd at 254. 
‘"76T.C.M.(CCH)325. 


XX-001841 



766 



Commissioner .**^ In ASA, the Tax Court ruled that the arrangement between the 
taxpayer and the accommodating Dutch bank was formed for the purpose of generating 
tax losses and was not a valid partnership. Like the ACM Partnership transaction, the 
plan involved a partnership with a foreign partner. The partnership invested in high- 
grade, floating rate private placement notes, and sold the notes for cash and IJBOR- 
indexed installment notes. Also, like the ACM Partnership transaction, the ASA 
transaction entailed interest rate swaps that virtually e liminat ed the risks to the 
accommodating parties involved in the transaction. As in ACM Partnership, the Service 
argued diat the I^tdi bank was not a partner, but a loider, since the Dutch bank had no 
entmpreneurial risk in the partnership. 

The Tax Court agreed stating drat no business purpose existed for the partnership. This 
conclusion was supported by the existence of hedges and side agreements entered into 
for the purpose of ensuring the Dutch bank received its required return at little risk. 
Although partnership fonnalities were observed and the Duteh bank was not promised a 
guaranteed return, the bank was receiving a lender's return under the guise of partnership 
profits. Because partnership profits were insufficient, the parties had to enter into 
arrangements outside the partnCTship agreement 

Similarly, in Saba, the Tax Court held that a partnership could not deduct losses fiom 
transacdons almost identical to die investment program involved in ACM Partnership . 
The Tax Court applied the economic substance doctrine as set forth in ACM Partnership. 
it conducted both a subjective inquiry as to whether the investment program was carried 
out for a valid business purpose other than to obtain tax benefits, and an objective 
inquiry as to vdiether the investment program had practical economic effects other than 
the creation of tax benefits. 

The Tax Court first rejected the business purposes offered by the taxpayer for its 
involvement in the investment program, holding that the record contained oveiwlielming 
evidence that the partnerships in die investmimt program were formed solely to generate 
tax benefits. The Tax Court then noted diat even absent a business purpose, a transaction 
will be respected if it has economic substance. However, given the substantial costs 
associated with the investment program in Saba, the Tax Court held diat the investment 
program could not generate a profit over the short period in which it was intcuded to 


“‘78T.C.M. {CCH)6M. 
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remain open. Thus, the investment program lacked business purpose, lacked economic 
substance, and accordingly, was held to be an economic sham. 

While the Tax Court in Saba concluded that no profit could have been generated over the 
period of the taxpayer’s investment, it also noted that "relatively modest profits are 
insufficient, standing alonet to clothe the disputed CINS trans»::tioQS with economic 
substance."**^ 'Hie Tax Court then cited the Seventh Circuit in Yosha v. 
Commissioner * ^ in noting that a transaction has economic substance when it is such that 
people enter into without tax motives. The Tax Court noted that the taxpayer incurred 
significant coste to convert cash into illiquid investments, and then back into 80% cash 
and 20% UBOR notes, when the taxpayer could have simply used 20% of the cash to 
purchase LIBOR notes. Because no reason^le business person would have entered into 
such a transaction absent tax motives, the transactiem lacl^ economic sul^tance. 

Thus, like the Tax Court in Sheldon, die Tax Court in Saba warned modest profit 
potential may not be sufficient to give a transaction economic substance. However, die 
Tax Court did not hold that economic substance requires that a transaction generate 
profit in excess of the tax benefits, nor did it attempt to define any sort of objective 
standard for determining whether a profit potential is sufficient It merely held that, 
vdiere the transaction at issue is one in 'v^di no person would enter Into without die tax 
benefits, a small profit potential will not imbue a transaction with economic substance. 

The facts in the instant case can be distinguished fi:om ASA and Saba in diat a profit 
motive existed for Investor and Presidio in entering into Partnership, and a valid 
partnership was formed. The pooling of the partners* assets to manage a substantial 
amount of property is a valid reason to use a partnership, and need not be conducted 
through a corporation.**^ The investment vehicle chosen by Presidio was a limited 
liability company treated as a partnership for U.S. income tax purposes. Both Presidio 
and Investor contributed funds to Partnership pursuant to the Limit^ LiabiU^ Company 
Agreement All investments, disbursemex^, and ongoing activities, including 
maintenance of capital accounts, are required imder the LLC Agreement to be accounted 
for under generally accepted accounting principles. Unlike the lender relationship 
described in ASA. Presi^o will share in partnership profits during the term of the 


Id. added). 

861 F.2d 494. 499 Cir. 1988). 

*** Chishnlm V, rnmmktinnw 79 F2d 14 (2ad Cff.), cot denied, 296 U.S. 641 (1935). 
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partnership, will receive the amount of its capital account upon liquidation of the 
partnership, and will be fully subject to the risks of Partnership investments. 

Fui^ennore, unlike the transactions in Saba, the debt tmdeitaken by Investor and the 
investments by the Partnership in foreign currency are transiu^ons that are ent^ed into 
by people without a tax motive. Thus, the Tax Court's admonition in Saba that a modest 
profit potCThal in a transaction is insufficient, where no person would enter into the 
transaction absrat the tax coosequraces, is inapplicable in the insUmt situatioiL 
Therefore, the economic substance doctrine as formated by ACM Partnership, suora. in 
which the Third Circuit merely determined whether the transaction at issue objectively 
affected the taxpayo's net economic posidon, legal relations, or non-tax business 
interests, and did not make an inquiry as to the degree of economic profit potra^dal that is 
required, should be applied. Since Investor had a reasonable opportuni^ to cam a 
reasonable pre-tax profit fiom the transactions, we believe it is mote likely tkm not fbat 
tire economic substance prong is satisfied by Investor. 

Fiimlly, die Tax Court has recently addressed the business purpose and economic 
substance doctrine in three different cases. In Winn-Dixie Stores v CommissmoerJ *^ 
the Tax Court ^plied the ACM Partnership analysis and held that interest expense 
incurred by Winn-Dixie on a corporate-owned life insurance (COLl) program was not 
d<xluctible because the program lacked both economic substance and a business purpose. 

Winn-Dixie used a “zero-cash” strategy to purchase life insurance on all of its employees 
with bocTOwed funds. The insurance carrier charged a hi^ rate of interest, but credited 
Winn-Dixie with a hi^ rate of return, with a 40 basis point spread (in fevor of the 
insurance carrier). The pre-tax cost of the COLl program calculated by subtracting the 
annual premium, loan interest and administration fees fiom the cash surrcnder value plus 
the death benefits — ranged from iq)i»x)ximately $4.6 million in the first year of the 
program to over $18 million in later years of the program. The projected pre-tax loss for 
tile life of the COLl program was sli^tiy more than $750 million. The projected tax 
benefit of tiie program, on the other hand, adiieved by deducting the interest as interest 
expense, was more than $3 billion. Thus, the COU program only made economic sense 
when the tax savings were considered. As a result, the Tax Court held that the COU 
program lacked economic substance. 


‘“113 T.C.No.21 (10/19/99). 
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Additionally, the Tax Court held that the COU program lacked a business purpose. The 
taxpayer claimed that “savings" from the COli program allowed it to fimd its other 
benefits obligations. However, since the “savings” from the COli program were solely 
tax savings, the Tax Court held that the COli program's sole purpose was to generate tax 
deductions. The Tax Court also rejected the other claimed business purposes of the 
COO program, noting that the taxpayer terminated the COO program after a tax law 
change that prohibited the deduction of policy loan interest under the program, thereby 
calling into question the taxpayer’s purported busmess purposes. Thus, the Tax Court 
declared the COO program a sham, and held that Winn Dixie was not entitled to deduct 
its interest expense. 

Similarly, the Tax Court applied the economic substance and business purpose doctrine 
in Comnan v. Commissinner *** to disallow a foreign tax credit claimed by Compaq. In 
Comoaq. the taxpayer designed and prearranged a transaction whereby it purchased, and 
immediately resold, American Depository Receipts (ADRs) of a foreign corporation on 
the floor of the NYSE. As a result of die transaction, the taxpayer was the shareholder 
of record of 10 million ADRs on the dividend record date. Hie taxpayer received a 
dividend of J22,545,800, less withheld foreign taxes of J3,381,870. As a result of the 
dividend, the ADRs decreased in value, so on the resale of the ADRs, the taxpayer 
recognized a S20,£32,816 capital loss, which was offset against previously realized 
ciqiital gains. The net cash flow from the transaction, without regard to tax 
consequences, was a $1,486,755 loss. 

The Tax Court found that this transaction was predetermined and designed by the 
taxpayer to yield a specific result and eliminate all market risks. The Tax Court noted 
that the taxpayer virtually eliminated the risk of price fluctuation through use of 
ptedetennind purchase and resale prices, and through the execution of almost 
simultaneous purchase and resale cross-trades. The taxpayer also used special next-day 
settlement terms and large blocks of ADRs to elirrrirrate the risk of third parties breaking 
irp the trades. Furthermore, the Tax Corrrt held that the taxpayer bad no reasotrable 
possibility of a profit from the ADR transaction without its anticipated federal income 
tax consequences. The transaction thus operated as “an integrated package, designed to 
produce an economic gain when — and only when -the foreign tax credit was 
claimed."'” Accordingly, the Tax Court found that the trarrsaction lacked economic 
substance and operated as a mere tax artifice. 

*“ 1 13 T.C No. 17(9/21/99). 

'"lOT.C.No. 17, 19. 
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The Tax Court also held that the taxpayer had no business purpose for the purchase and 
sale of ADRs ^ait from obtaining a federal income tax benefit. The Tax Court noted 
that the ADR transaction was marketed to the taxpayer for the purpose of partially 
shielding a previously realized capital gain, and that the taxpayer committed itself to a 
questionable multi-million dollar transaction without thoroughly considering and 
analyzing its economic ramifications. Thus, the ta-xpayer failed both the economic 
substance and business purpose inquiries, and the foreign tax credit it claimed was 
disallowed. 

Finally, the Tax Court applied the economic substance and business purpose doctrine in 
United Parcel Service of America v. Czimmissioner '** to find the taxpayer liable for 
taxes on income t^t it attempted to divert to another entity. UPS charged shippers 25 
cents for parcels with a declared value of over $100 as an “excess value charge” (EVC). 
These payments were used to ofbet its risks associated with liabUity for its shipping 
losses, hr 1983, UPS restructured its EVC activity, and created OPL, an overseas 
insurance subsidiary. UPS continued performing the same EVC services and activities 
after the restructuring, but began transferring excess value revenues to OPL, and did not 
report these revenues as income for federal income tax purposes. 

The Tax Court held that the EVC restructuring was driven by expected tax benefits for 
the UPS and OPL common shareholders, and that no other business purpose existed. 
The restructuring was not, as UPS alleged, motivated by a good faith concern that UPS 
was violating state or federal insurance laws by collecting excess value revenues. Nor 
did UPS shift excess value revenues to OPL to justify raising its shipping rates. 
Furthermore, the EVC restructuring did not transfer or reduce UPS’s liability to shippers 
in any meaningful sense. 

The Tax Court further held that UPS’s arrangement with OPL lacked economic 
substance. The restructuring did not significantly reduce UPS’s financial exposure, so as 
to provide a nontax benefit to UPS. The Tax Court also asserted that the absence of 
arm’s length price rKgotiations between UPS and OPL, as well as the relationship 
between price coverage and fair market value, suggest that the arrangement was a sham. 
Finally, contemporaneous documentation established that UPS seriously considered, and 
was motivated by, the reduction of federal income tax that would occur after the 
restmetaring. In contrast, no such documentation, such as corporate minutes, 
substantiated UPS’s nontax business reasons for the restructuring. 

'“77 T.CA1.(CCH) 2030 (1999). 
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In summary, the case law applying the business purposc/economic substance doctrine 
consistently require that the following factors be satisfied: 

• Either the transactions entered into by an investor must have inherent economic risks 
whoa there is the potential for gain or loss and the investor must be able to 
demonstrate a reasonable potential for making a pre-tax profit, or the transactions 
must have some subjective non-tax business purpose; and 

• In determinmg t^ether there is a potential profit, imrelated transactions should not 
be taken Into suxounL 

Based upon Investor’s representation that Investor independently reviewed the 
economics underlying the Investment Fund before entering into tlw program and 
believed there was a reasonable opportunity to earn a reasonable pre-tax profit fiom the 
transactions undertaken, the first requisite is satisfied. Based upon Presidio’s description 
of the Investment Fund, the profit fix>m tiie Investment Fund arises fiom an integrate 
investment strategy. Accordingly, there are no unrebted transactions providing 
incremajtal profit potential. 

In addition to the requisite profit motive for entering into the investment strategy, the 
Service could challenge Investor’s business purpose for the structuring of its financing to 
participate in the Investment Fund. As discussed, the Tax Court in ACM Partnership 
stated that ”the transaction must be rationally related to a useful nontax purpose that is 
plausible in light of the taxpayer’s conduct and useful in Ug^t of the taxpayer’s economic 
situation and intentions. Both the utility of die suted purpose and the rationality of the 
means chosen to effectuate it must be evaluated in accordance with commercial practices 
in the relevant industry.”**^ The court observed that a rational relatioDship will 
ordinarily not be found unless the taxpayer had a reasonable expectation that the nontax 
benefits of the transaction would at least equal the transaction costs. 

As noted, to participate in the Investment Fund, Investor was required to commit a 
sufficient level of funding to the program so as m afford the Managing Member with the 
capital to act upon extraordinary market of^rtunities. The $33,300,000 loan was 
integral to Investor’s financing stnmture in the use of the premium loan arrangement 
resulted in an integrated investment strategy wherdjy there was complementary levels of 
investment risks and financing risks at all times during the term of the Investment Fund. 

ACM Partnership. 73 T.CXM. (CCH) 2189 at p.l 18. 
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By having the loan premium, it was possible to match the investment risks with the 
financing risks. Investor entered into the $33,300,000 loan in its individual capacity and 
then contributed the loan proceeds and additional cash to Partnership. By leveraging its 
capital contribution to Partnership outside Partnership, Investor was able to guarantee a 
minimum initial amount of fumcial leverage. This leveraging effect is especially 
important during the first two stages of the Investment Fund where investment returns 
are premised upon investments in low and moderate risks positions. In essence. Investor 
has an inherently high profit potential on its investment capital even thou^ the 
investment strategy is relatively conservative in the first two stages. 

Whereas the above sets forth the commercial rationale for Investor’s choice of financing 
structure, in assessing econotttic substance and business purpose, of most importance 
relative to existing case law is that Investor had the expectation of a pre-tax profit fiom 
participating in the Investment Fund that exceeded its financing costs. We believe that it 
is more likely than not that Investor will satisfy the requisite economic 
substauceAjusiness purpose doctrine with respect to participation in the Investment Fund 
and as to the financing arrangement utilizing the loan premium stxuctirre. Althou^ not 
consistent with the otha cases, Sheldon, supra, provides that there must be not only a 
reasonable chance of making a pre-tax profit, but the reasonably expected pre-tax profit 
must be greater than de minimis In the instant transaction, the expectation was that this 
standard would also be met 

A potentially more difficult issue would arise if the motive to make a pre-tax profit must 
be greater than the tax benefit sou^t Several courts have indicated that they would 
consider whether the profit motive was greater than the tax motive.'” However, 
requiring that the profit motive be primary would be inconsistent with other areas of the 
tax law that have adopted a more generalized business purpose requirement cither 
judicially (such as in reorganizations) or statutorily (such as Code Section 269). 

Notwithstanding that the transactions in the instant case have the requisite economic 
substance. Code Sections 16S(c) and 183, where qrplicable, impose additional 
limitations on the ability of inilividuals to claim deductions for losses. Crxle Section 16S 
applies to loss deductions, and Code Section 183 applies to all deductions. If an 
in^vidual incurs a loss from the disposition of assets in the individual’s trade or 


See, eg,. Fox v. Commivtioner. 82 T.C. 1001 (1984) and Fjtate of Baron v. (^omnussioner. 83 T.C. 
542 (1984), i^d, 798 F2d 65 (2d Cir. 1986). 
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business or in a transaction entered into for profit, Code Sections 165(c) and 183 
generally permit the allowance of such loss. 

The regulations under Code Section 165 do not define the meaning of “for profit,” 
Pereas the regulations under Code Section 183 do define the phrase. The 
detennination of Aether a transaction has been undertaken for profit for purposes of 
Code Section 183 is based on all the facts and circumstances. Treas. Reg. Section 1.183- 
2(b) lists nine specific factors that are to be taken into account in making this 
determination. This regulation also provides that “[a]lthough a reasonable expectation 
of profit is not required, the facts and circumstances must indicate that the taxpa>^ 
entered into the activi^... with the objective of making a profit” 

Code Section 183(a}, Treas. Reg. Section 1.183-1, Code Section 165(cX2) and Treas. 
Reg. Section 1.16S-l(e) all require that individuals incurring a loss from a transacdon 
not inTOlving a trade or business have a profit motive. Tbus, these two staUites and 
regulatory provisions parallel each other. Notwithstandii^ the literal language of Code 
S^tions 165(cX2) and 183, some courts have imposed a judicial gloss on C(^ Section 
165(cX2), and to some extent on Code Section 183(a), by ruling that the taxpayer’s 
primary motive must be to generate pre-tax profits fi^m the activity.*^* 

la Fox v. Commissioner. ^” the Tax Court based its expansion of the language of the 
statute on dictum found in Helvering y. National Grocery an accumulated 

earnings case. The Tax Court’s reasoning in Fox seems questionable as there is little in 
National Grocery decision to support the Tax Court’s contention that the Supreme 
Court intended to change the meaning of Code Section l65(cX2) in this way. The Court 
in £ox also based its decision on an earlier Code Section 165(cX2) case, Smith v. 
Commissioner. In Smith, however, the Tax Court did not impose the “primary” test 
articulated in Fox, but rather stated: 

Ibe mere fact that petitioners may have bad a strong tax avoidance 
motive in entering into their commodiQ' tax straddles does not in itself 
result in a disallowance of petitioner’s losses under Code Section 
165(cX2), provided petitioners also had a non-tax profit motive for their 


See, e.g., Foy v. rQmmi«ioner. 82 T.C 1001 (1984). 
82T.C. I001(1984X 
‘”304 U.S. 282, 289 n.5 (1938), 

78 T.C. 350 (1982X 820 F.2<i 1220 (4th Or. 1987). 
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investments at the time. Knetscfa v. United States. 348 F.2d 932 (Ct Q. 

1965). Such hope of deriving an economic profit aside from the tax 
benefits ne^ not be reasonable so long as it is bona fide. Bessenvev v, 
Commissioner. 45 T.C. 261 (1965). aff'd, 1379 F.2d 252 (2d. Cir. 
1967).*” 

Much of the confiision that arises in this area results fiorn misreadings of dicta and 
former courts’ findings. Chiginally. the term “primarily” was a notion developed to 
tktamine how a mixt^ personal^rofit transaction was to be characterize and not bow 
a commercial transactioo was to be treated.*^ As Uhistiated by the multitude of decided 
cases, no single, uniform standard exists for applying the primary profit motive test 
Ihis lade of uniformity can be attributed in part to the varying language and standards 
tise by the courts to identify and apply die primary test Additionally, the courts’ failure 
to explicitly indicate the mediod to compare a taxpayer's various objectives 
exacerbates the confiision surrotmding the application of die primary test 

Judge Swifi of the U.S. Tax Court discussed die proposition that the primary profit 
motive test has not been developed unifonnly by the courts in his concurring opinion in 
Peat Oil & Gas Assocs- v- Commissioner .*” Li this case. Judge Swifi noted: 

The courts have not been consistent in the language used to describe the 
quantity or level of profit objective that must be established. .... The 
inconsistent profit-objective langua^ that has been used has included, 
among other language, the following: “Basic,” “dominant,” “primary,” 
“predominant,” “sutwtantial,” “reasonable,** “bona fide,” and “actual and 
honest” As one court commented, we have been glutted with tests. 

Many sucdi tests proliferate because they give the comforting illusion of 
consistency and precision. They often obscure rather than clarify. *” 


*” SmML 78 T.C. «t 391. 

See Austin v, CommiMioner F/Zd SSS HA Ttr lO^V 

*”100 T.C. 271 (1993). 

Peat Oil 100 T.C. at 280. For a furdicr disousioa of the lack of uniform language used by courts to 
describe &e pimary test, see Rose v. Commissioner. 88 T.C 41 1-14 (1987), discussing different wwds 
used to deso^ the pco& <^Jective test; and Johnson v. United States. U ^ Ct 17 (1986), discussing 
various pro& objective tests applied by the Tax Court 
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Both the Fox and Smith cases, as well as the bulk of subsequent cases involving the 
“primaiy” profit motive standard under Code Section 165(cX2), arose in connection with 
commodities straddle transactioos in ^ch, looking at the transactions as a whole, the 
taxpayer had little or no opportunity to earn any meaningful profit On the other hand, 
we arc not aware of any cases applying the *^riinaiy’ profit motive standard under Code 
Section 165(cX2) involving taxpayers had some meaningful profit motive or 
potential. Accordingly, the Code Section 165(cX2) cases go into little detail in analyzing 
the degree of profit motive required where botii a profit motive and non-profit motives 
exist Such cases merely reiterate the primary profit motive standard, and hold that 
since only non-profit motives exist the profit motive requirement of Code Section 
I65(cX2) is not met Some cases under Code Section 183, on the other band, do engage 
in an analysis of weighing profit motives against non-profit motives. Since Code 
Section 183 contains nearly identical language as Code Section 165(cX2), the case law 
decided under Code Section 183 is instructive tn interpreting Code Section 165(cX2). 

One such case undo* Code Section 183 is Estate of Baron v. Commissioner. ^” In BarotL 
the Tax Court rejected the primaiy profit motive test and used an “intennediate” test in 
which it balanced profit against tax benefits. This test required a wei^iing “in the 
^ntext of all the factors involved in dete rmining the existence of tiie requisite profit 
objective, rather than applying a 'primary or do minan t* test for nontax factors ... or a sole 
objective test for the tax benefits.”^** In Baron, the Tax Court looked at the taxpayff’s 
profit potential imder tiie more optimistic profit projections given the taxpayer at the 
time of the transaction, and detennined that such profit potential was insignificant when 
compared to the tax savings and the taxpayer's overall l^k of interest in Ae transaction. 
Accordingly, the Tax Court held that the taxpayer did not have an adequate profit motive 
under Code Section 183. 

The Court of Claims subsequently offered yet another view of the profit motive test in 
lohnson v. United States .^^ Joh^n involved a wrap lease of computer equipment, in 
which the taxpayer had both tax and profit motives for entoing into the lease. It rejected 
the primary profit motive test, stating that such test only applies in the bobby-loss area, 
and not to business losses. The court held tiiat a taxpayer satisfies the profit motive 
requirement i^ at the time of the tninsaction, the taxpayer had a reasonable expectation 
of making a reasonable pre-tax profit A|^l)dng this test, the Court of Cl aims held that 


83 T.C. 542 (1984), c^d, 798 F. 2d 65 (2d Cir. 1986). 
”” Baron. 83T.C.at558. 

*’• Johnson V. United States. 11 CL a 17 (1986). 
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the taxpayer therein had such a reasonable expectation, rejecting the Service’s argument 
that the profit expectation of 6 percent was too low. The Court explicitly stated that tax 
motives were irrelevant - the sole question was whether the taxpayer, in fact, had a 
profit motive. 

As discussed above. Investor had a reasonable expectation of a reasonable pre-tax profit 
fiom its investments. Since Investor had a profit motive and a reasonable expectation of 
profit, the analysis of the Tax Court in Baron and the Court of Claims in Johnson is more 
on point to the instant situation than Fox and its progeny, which involved straddle cases 
in which the potential for economic profit was minimal or non-existent Thus, we 
believe the be^ argument is that the “primarily for profit" test articulated in Fox will 
not ^ply where the taxpayer is motivate at least in part by profit potential, and that a 
test similar to that applied by the Tax Court in Smift (bona fide hope of deriving an 
economic profit), the Tax Court in Baron (a weighing of all factors, including tax 
motivations), and the Court of Claims in Johnson (reasonable expectation of a 
reasonable profit, with tax motivations disregarded) will instead by applied under both 
Code Sections 165(cX2) and 183. 

d. Notice 99-59 

In Notice 99-59,^” the Service announced that tax losses generated by a specific 
investment strategy were not allowable for federal income tax purposes. The 
arrangement targeted by the IRS typically involves taxpayers who, acting through a 
partnership, contribute cash to a foreign corporation in exchange for common stock. 
Another party contributes additional capital to the corporation in exchange for preferred 
stock. The foreign cotpotation then borrows additional capital fiom a bank and gives the 
bank a security interest in securities that equals the value of the loan. The foreign 
corporation then distributes the encumbered securities to the partnership. As a result of 
that distribution and otiier fees and transaction costs, the remaining value of the conunon 
stock is reduced to zero or a minimal amount 

Sometime later, tire foreign corporation, as agreed by the parties, repays the bank debt 
with other corporate assets. Allhou^ the parties previously treated the debt as reducing 
the amount of the earlier distribution, according to the notice, promoters of this strategy 
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advised investors to take the position that the foreign corporation’s repayment of the debt 
is not a distribution of its conunon stock. 

The Service contends in Notice 99-59 that the losses generated by this anangement (or 
any similar arrangement) lack economic substance under ACM Partnership, supra. 
Acxxjrding to the Service, throu^ a series of contrived stqss, taxpayers claim tax losses 
for capital outlays tiiat they have in feet recovered Also according to the Service, such 
artificial allowances are not allowable for federal income tax purposes. Also, in the 
view of the Service, the purported benefits fiom the transactions “may also be subject to 
challenge under the provisions of the Code and regulations, inchiding, but not limited to 
sections 269, 301. 331, 446, 475, 482, 752, and 1001 of the Code.” 

The Service also cites Scullev v. United States. 840 F.2d 478, 486 (7* Cir. 1987) (to be 
deductible, a loss must be a "genuine economic loss"), and Shoenbere v- Commissioner. 
77 F.2d 446, 448 (8* Cir. 1935) (to be deductible, a loss must be "actual and real”). In 
Scully, the Seventh Circuit held that there was no deductible loss involving the sale of 
real estate by trustees of the family trust to other family trusts with the same fiduciaries, 
beneficiaries and remaindermen. The disposition merely resulted in a reshufifing of 
assets which resulted in no “genuine economic loss” because the taxpayer retained 
control over the property - Le., the sale was effectively a circular transaction with no 
economic substance. Citing from 7 J. Mertens, Law of Federal Income Taxation § 28.26 
(1980), the Court relied upon the following principle for its conclusion that the loss 
incurred on the sale of the real estate was not deductible: 

Losses will not be allowed are claimed in connection with 

transactions which do not vary control cr change the flow of economic 
benefits. . . 


[A taxpayer] will not be permitted to transfer assets fiom one pocket to 
another and take a loss thereby where be r emains at the conclusion of the 
transfer the real owner of the property, eitiier because of retartion of title, 
command over the property, ei&er directly or throu^ the person who 
appears as the no minal vendee or transferee. 
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In the instant situation, hivestor did not continue to own, benefiddly or otherwise, the 
asset the disposition of which generated a loss. Thus, the above stated principle and, 
therefore, the reasoning set forth in Scullev for denying a loss deduction, are not 
applicable to the subject transaction. 

In Shoenberg. the Eighth Circuit held that there was no deductible loss where an investor 
sold stock at a loss and on the same day bought the same number of identioal shares 
though his investment coQ^)aoy. A little more than thirty days later, the investor 
purchased the shares from his investment company at a lower price than tiiat for which 
he had originally sold them. The Eighth Circuit denied the investor’s loss deduction, 
stating tiiat such sale is made as part of a plan >i^ereby substantially identical 

prop^^ is to be rcacquired and that plan is carri^ out, the realization of loss is not 
genuine and substantid; it is aot real.** Economically, the transaction was r^ain a 
circular transaction with no ecoiK>mic substance. Sboenberg. like Scullev. is a case in 
^ch the court held that a loss was not realized by the taxpayer because the taxpayer 
held the same beoefrciai interest in the purportedly sold assets both before and alter the 
sales. As previously stated, in the instant situation, Investor did not continue to own, 
beneficially or otherwise, the asset the disposition of which resulted in a loss. 
Accordingly, tiie reasoning set forth in Sboenberg for denying a loss deduction also is 
not rqipUcable to the subject transactioiL 

Furthermore, we have concluded above that the transactions entered into by Investor do 
not lack economic substance under ACM . Finally, the Code sectioirs cited in Notice 99- 
59 are specific to the investment strategy described therein.^ Accordingly, Notice 99- 
59 does not change our opinion that it is more likely than not that Investor's participation 
in the Investment Fund satisfies the ecorromic substance doctrine and the requirements 
for deducting a loss under Code Section 165(cX2). 

IV. Conclusion 

Based on and subject to the fricts, documentation and representations described and our 
discussion, and our analysis of the relevant statutory provisions and judicial doctriues, 
we believe that, under current U.S. income tax law, there is a greater than 50 percent 


^ In < 1 ^ eveia, the applicabUiQ' of Uie relevant Code sections to Investor’s participation in the Investment 
Fund is COTsidoed diroughout ^ opioioo letter. 
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likelihood (i.e., it is “more likely than not’*) that the following positions will be upheld if 

challenged by the Internal Revenue Service: 

• The $20,000,000 loan premium will not constitute a liability of Investor or 
Partnership for purposes of Code Section 752, but represents sm addition to the 
$33,300,000 loan to be amortized under Treas. Reg. Section 1.163-13 against the 
issue’s interest expense over the life of the loan; 

• Investor will recognize no gain or loss r^n receipt of the loan proceeds of 
$33,300,000, including the loan premium of $20,000,000; 

• Investor will be recognized as the true borrower of the loan for U.S. federal income 
tax purposes; 

• Investor will reco^uze no gain or loss with respect to its coital contributioD of 
$54,700,000 to Paitneish^) subject to the $33300,000 loan; 

• The fixed rate debt instrument and interest rate swap will not be integrated under 
Treas. Reg, Section 1.1275-6{cX2); 

• Upon liquidation of Investor’s Partnership interest. Investor’s adjusted basis of 
$21,400,000,^'^ plus or minus its allocable share of Partnership income or loss in its 
Partnership interest is first reduced by actual cash received of $348,733 and the 
residual amount is allocated to the financial instxumcDts distributed; 

• The difierence between die basis allocated to the financial instruments received in a 
liquidatii^ distribution and the proceeds Tecei\^ upon disposition of such financial 
instruments will be deductible by Investec’s sole member as an coital loss under 
Code Section 16S(a) Subject to Code Section l6S(i) which provides that losses fiom 
sales or exchanges of coital assets are allowed ouiy to the extent allowed in Code 
Sections 1211 and 1212; 

• investor’s sole member’s Code Section 465 “at risk” amount for its taxable year 
ending on December 31, 1999, includes the cash and the adjusted basis of the assets 
distributed to Investor as liquidating distributions by Partnership; 


See Footnote 13. 
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• Partnership income (or loss) and the loss upon disposition of the assets received by 
Investor upon liquidation of its interest in Partnership will not be subject to 
limitation under the Code Section 469 passive activity loss rules; 

• hivestor*s issuance of the debt instrument will not have a substaritial effect on the 
issuer’s U.S. income tax liability that could be construed as unreasoiutble in li^t of 
the purposes of Code Sections 163(c), 1271 throu^ 1275, or 701-777. 

Our conclusions are based on the completeness and accuracy of the above-stated facts, 
repi^entations and assumptions. If any of tire foregoing is not entirely complete or 
accurate, it is imperative that we be informed immediately, as tire inaccuracy or 
mconq}leteness could have a material effect on our conclusions. We are relying iq>on the 
relevant provisions of the Internal Revenue Code of 19S6 as amended, the regulations 
tiiereunder, and the judicial and administrative interpretations thereof all as in effect as 
of the date of this letter. These authorities are subject to change or modification by 
subseqimnt legislative, regulatory, administrative, or judicial decisions. Any such 
changes also could have an effect on the validity of our conclusions. Unless separately 
engaged to do so in writing, we will not update our advice for subsequent changes or 
modifications to the law and regulations or to the judicial and administrative 
interpretations tiiereof. 

Very truly yours, 


KPMGLLP 



Dale R. Baumaim 
Partner 

DRB:rsb 
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Brown & Wood llp 

One World Trade Center 
New York, NY 10048-0557 

TCLCPHONC: XI2-A39-G300 
rACSIMILC: XtZ-8a»-8599 


December 31, 1999 


Pfrmani^nt Subcommittee on Investigations 

Markings on Exhibits 90a and 90b were made by the Permanent 
Subcommittee on Investigations to draw attention to virtually identical 
language in the two purpouedly_indegenderUtax_o£imons^ 


You have requested our opinion regarding the U.S. federal income tax consequences of 
certain investment tr^actions that have been concluded by 

(“Invwtor”), a Delaware single-member limited liability company. As more fully described 
below, hivestor participated in a series of transactions involving investments in fordgn currency- 
based securities and derivative contracts through an investment fimd. The investment 
transactions were structured through an investment program (the “Investment Fund”) designed 
by Presidio Growth LLC (“Presidio”)- Presidio is an independent investment advisor registered 
under the Investment Advisers Act of 1940 that specializes in structured financial products and 
the execution of associated investment and doivativc-based trading strategies. 


, Presidio acted as investment advisor and managing member (the "Managing MembeP*) 
with respect to Investor’s participation in the hivestmeot Fund. Prior to its entry into the 
-Investment Fund, Presidio provided tb Investor the attached-strategic Investment Fund 
Confidential Memorandum that sets forth the potential financial returns and risks from 
participation in the investment program. Based upon Investor’s independent asscssmrait of the 
Strategic Investment Fuad Confidential Memorandum, Investor has r^resented that Investor 
believed that there was a reasonable expectation of earning a reasonable pre-tax profit fiom the 
investment transactions described that would be in excess of all associated fees and costs, 
without regard to any tax benefits that mi^t occur. 



Permanent Subcororotttet on Investigations 

EXHIBIT #90b 
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L Descriptiop of Investment Transacdoas M 

A; Overview of Investment Program M 

The following describes the investment program entered into by Investor and the 
investment stnicture utiliz«J based iq?on information provided to us by Presidio. A more 
detailed explanation of die underlying investment strategy devised by Presidio is contained in the 
attached Strategic Investment Fund Confidential Memorandum. 

Presidio has represented the following relative to the investm^t program entered into by 
Investor. 

Since incqition of floating exchange rates in 1973, all currencies have b^m 
subject to wide swings in value. The general consensus by the international 
financial community is that exchange rate volatility is undesirable because of the 
adverse intact these swings have on international capital flows. Consequently, 
many governments influence the level of their currency by int^ening in foreign 
exclmge markets. Emerging market governments are typically more active 
participants in their respective currracy maikets because emerging maricet 
currency levels are more easily controlled and the benefits to the emerging maricet 
nations are more significant. By controlling the level of their currency, emerging 
market nations encouraged capital inflows by mitigating the risk of currency 
devaluation. In addition, by entering into a managed currency regime, the 
emerging market nation can curb hyperinflation, a problem faced by many 
emer^g market nations due to a combination of rapid growth and imprudent 
fiscal management common to many of ttiese countries. 

The Investment Fund entered into by fiivestor was established by Presidio as an 
investment that sought to provide investors with a high total retuni. To obtain this 
objective, the Investment Fund invested in U.S. dollar and foreign currency 
denominated debt securities of corporate and governmental issuers and entered 
into forward forei^ cuirency contracts, options on currencies and securities and 
other investments selected by Presidio, as Managing Member of the Investment 
Fund,* 

/ 


An investment in the Investment Fund increased or declined in value as a result of changes in the 
value of the securities in which the Investment Fond invested and the currencies and securities 
underlying the forward foreign currency contracts aid options. 
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It was Presidio’s belief that successful iinplranentation of its investment strategy 
could best be achieved throu^ a relatively long-term investment horizon. 
Accordingly, the Investment Fund was structured as a three stage, seven year 
investment program. The core investment strategy underlying all three stages was 
to maintain long or short positions in d^t securities and currency exchange 
cx}ntracts. Through such investmezits, the Investment Fund sought to profit fiom 
changes that Presidio anticipated would occur in the value of the currencies in 
which such securities were denominated or quoted or to which the forward 
currency exchange contracts related.^ 

The three investment stages were differentialed by the degree of risk assumed by 
the Investment Fund. In each successive stage. Presidio was to allocate a greater 
percentage of the Investment Fund’s assets to securities and currency positions 
fiiat allowed a greater opportuiuty for profit but also correspondingly greater risk. 
Reflecting the g?:eater degree of risk. Presidio could require investors to make 
additional cq)ital contributions. However, the aggregate contributions of an 
investor could not exceed the amount to which such investor agreed at the time of 
subscription to the Investment Fund. The obligation to make additional capital 
contributions te rmina ted if the investor notified Presidio of its election to 
withdraw its entire coital account balance fi-om the Investment Fund. 

The anticipated time horizons and associated investment strategies for the three 
stages at the time Investor entered into the Investment Fund were as follows: 



Staee /; The first stage was e}q)ected to last 60 days, during \v1iich time the 
Investment Fund would engage in strategies that the Managing Member 
believed entailed relatively low levels of risk compared to later investment 
stages. An example of a strategy that could be used during Uiis stage was for 
the hivestment Fund to sell short cunencies under managed currency regimes 
Cogged currencies”) that the Managing Member believed were likely to 
depreciate in the short term. 


/ 


ThfCSC profit opportunities were primarily based upon selectively selling (“shotting") overvalued 
emerging market cuireocies and selectively ("going long”) undervalued emerging market 
cunencies. Tbs investment strategy eSectively sou^t to obtain high risk-adjusted returns for its 
investors by e:q}ioidng opportunities to short cunencies under unsustainable managed currency 
regimes and gomg long currencies previously sub^'ect to managed currency regimes that were 
considered fundamentally undervalued by Presidio due to political or economic upheaval. By 
monitoring the wonomic conditions in emerging market countries and the direction of the 
currency markets, Presidio sought to identify, and profit from, those currency devaluations which 
were roost likely to occur over the life of the Investment Fund. 
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Sta 2 e IT: The second stage of the m\^tment strategy was expected to last 
approximately 120 days. During stage two, the Investment Fund would 
pursue similar investment strategies as during stage one. However, the degree 
of risk taken by the hivestmcnt Fund would increase. More of the Investment 
Fund’s capital was to be allocated to riskier positions, resulting in hi^er 
potential profit but also high^ potential losses and volatility. Due to the 
increase in risk during investment stage two, die members could be required 
to increase their capital contributions to the Investment Fund. 


\ 


• Stage III: The third stage of the investment strategy was expected to last 
approximately 6.5 years. Dining the thini investment stage, the Investment 
Fund would pursue investment strategies that had the potential for greater 
rewards but also would entail substantially greater risL For example, in 
addition to m aintainin g short positions in pegged currencies which the 
Managing Member believed to be overv^ue^ the Investment Fund could 
establish long positions in emerging market currencies that have recently been 
devalued. By buying debt securities denominated in recently devalued 
currencies dr entering into forward currency exchange contracts after a 
devalu^on, the risk profile of fiie hivestment Fund would be higher than 
during the first two stages; howevcTi the potential returns were expected to be 
commensurately higher.^ 



The minimum investment for an investor in the Investment Fund was $10 million 
in return for a Class A interest. Contributions to tiie Investment Fund had to be in 
cash. At the discretion of Presidio, as flie Managing Member, the Investment 
Fund allowed a Class A Member to contribute cash subject to indebtedness at the 
time of subscription. If an investor funded its investment capital throu^ a loan, 
the Managing Member required investors to arrange at least seven*year financing 
in order to cover the expected term of tiie program.^ In addition to one or more 
Class A Members and the Managing Member, the Investment Fund allowed for 
one or more holders of Class B interests. The Class B Member(s) were affiliates 
of the Managing Member. 

Class A Memb^s had the right to withdraw all (but not part) of their capital 
account balances upon written request to the Managing Member beginning on the 


Presidio believed that currencies which had receiUly been devalued typically were undervalued 
due to economic upheaval aol ahnormally high interest rates. The value of these currencies may, 
however, be particularly volatile. 


Presidio elfecdvely allowed an investor a choice of fonding its participation in die Investment 
Fund on either a non-leveraged basis or a leveraged basis by contnbuting cash subject to an 
outstanding loan to die Investment Fund. 


NnJBl«9782»/) 
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60*** day following die Class A Membea-’s initial investment and each 60 day 
anniversary thereafter provided that the Managing Member received the written 
request at least 10 business days prior to such date. Unless the Managing 
Member otherwise agreed. Class B Members could only withdraw their capital 
account balances following the withdrawal by all of the Gass A Members. In lieu 
of accepting a Class A Member’s withdrawal request, the Managing Member 
could have elected eidier to liquidate the Investment Fund or to arrange for the 
purchase of the Class A Member’s interest at a price equal to the withdrawal 
proceeds that the Class A Member would'otherwise have received. 

B. The Investment Structure 

On September 30, 1999 Investor obtained a $33,300,000 fixed rate nonrecourse loan 
("Loan")’ fi’orn Deutsche Bank AG ("Bank"). Under the terms of the credit agreement (the 
“Credit Agreement”)* between Bank and Investor, the $33,300,000 principal amount of the Loan 
was payable on the seventh annivCTsary of &e borrowing date.^ hiterest on the Loan was 
payable quarterly at a rate of 17.557 percent per annum. The Loan proceeds were initially 
transferred to Investor’s personal bank account at Bank and then immediately transferred to 
Investor’s trading account at Bank. 

Presidio has represented to us that Investor opted to repay the Loan at a 1 7.557 percent 
interest rate in return for a premium payment of $20,000,000 ("Premium") in order to lessen the 
financial risks associated with pardcipadon in the Investment Fund. As discussed, the 
Investment Fund uses a three stage approach with iraneasing levels of investment risk in each 
subsequent stage. Presidio further represented to us that Investor entered into a financing 
arrangement whereby higher levels of financing risks were incurred early in the program, with 


such risks declining as the Loan premitun amount was amopized ovor the term of the Loan. 
According to Presidio, the structure of Investor’s Loan results in an integrated investment 




Section 9.14 of the Credit Agreement states that Bank agrees and acknowledges that neither it f nor 
any of its affiliates) shall have any recourse a^inst tire Investor or any of its assets or pn^ity 
o&er than the pledged coUatmL 


/ 


Any futitre references to the Credit Agreement tncoiporating terms defined within the Credit 
Agreement will use the convention of capitaliziog such terms. 


Under the terras of the Credit Agreement (Section 3.01), Investor had the ability to prepay the loan 
subject to any applicable prepaymeiU penalties and breakage fees. Pursuant to Suction 3.02 of the 
Credit Agreement, the amount of any prepayment penalty is a function of interest rates at the time 
of prepayment 
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Strategy whereby there are complementary levels of investment risl^ and financing risks at all 
times during the term of the Investment Fund. By having the loan premium structure, it is the 
view of Presidio fcat it is possible tg match investment risks with financing risks.* 


V 


The investment program entered into by Investor was structured throu^ Longs Strategic 
Investment Fund, LLC, a Delaware limited liability company (“Partnership”) that was treated as 
a partnership for U.S. federtd income tax purposes.® Presidio, through two limited liability 
companies, contributed S15S,S54 to Partnership for a 1% interest as Managing Member and a 
9% Class B interest.'® Investor contributed $54,700,000“ subject to the $33^00,000 
nonrecourse Loan to Partnership for a 90 percent Class A interest on October 12, 1999.“ The 
assumption of the Loan by Partnership was approved by Bank pursuant to the Assignment and 
Assumption Agreement dated October 12, 1999 . To mitigate its risk position with respect to 
interest rate changes during the term of die Loan, Partnership entered into a fixed-for-floating 
rate interest rate sw^ with Bank for a term of approximately seven ycars.“ 


/ 


Presidio has represented to us diat over die seven-year term of the ban, an investor would be 
eiqiiosed to several types of financial risks resulting from potential changes in interest rates. Of 
pa^cular concern to an investor is residua] iotarest rate risk (the “convexity” effect), Accordisg 
to Presidio, Investor has managed residual interest rate risk trough the structuring of a ffnascing 
package widi a loan premium as its integral economic con^nent. See die attached discussion of 
die underlying financial theory in the “Analysis of Financing Ahematives” prepared by Presidio. 

In the analysis. Presidio recommends the use of the ban premium structure b mitigate residual 
interest rate risk. 

A liability company with mult^le members can elect to be classified as a partnership or as 
an association taxable as a corponti<m. Absent an election, a domestic multi-irieniber limited 
liability cooqiany will automatically be clasrified as a partnership pursuant b Treas. Keg. See. 

301.7701-3(bXlXi)- 

Presidio Growth LLC was the Managing Mendier with a 1 % interest in Partnership and Presidio 
Resources LLC had the 9% interest 

The capital contribution stated in diis opinion btter does not reflect a de nunimis amount of 
accrued nderest tamed by Investor durbg die period between the time of entering into the loan 
and the contribution of the proceeds to Pxrtnemhqi. Accordingly, fiiturc references in this Opinion 
to (he cqiital contribution by Investor and Investor's adjusted basis in Partnership or any 
distributed asset do not reflect such accrued interost Such references are merely made to illustrate 
die opention of applicable tax laws to Investor's transactions, and do not tn^ly diat we arc 
opining on die precise amount of Investor's ct^ital contribution or adjusted basis. 

Ratitc represented that there was no plan or intention to require Investor to convey the loan 
proceeds or assign the loan obligation to Partnership. 

Partncrshro entered into the fixcd-to-floating rate swap to hedge interest duration risk. Duration 
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The Limited Liability Company Agreement of the Partnerehip required feat capital 
iwjcounts be maintained pursuant to Code Section 704(b) and fee Regulations promulgated 
themmder. In general, Partnemhip net profits and losses were allocated among fee Membem as 
follows: 90% to the Class A Members, 9% to fee Class B Members and 1% to the Managing 
Member except for a management fee, which was allocated to the Class A and Class B Memb^ 
on fee basis of their coital account balances. The Class B Memb^ were entitled to a preferred 
return equal to 12% per year (or any portion thereof) of their capital account balances before any 
allocation of profit was made to fee Class A Memb^ or the Managing Member. 

C. Sabseoneat Events and Investment Results 

On December 13, 1999, upon completion ofStage I of fee Investment Fund, Investor 
opted to terminate its participation in fee Investment Fund. As a result of Inv^tor not opting to 
participate in Stage H of fee Investment Fund, Investor elected to have its Partnership interest 
redeemed. On December 13, 1999, Investor’s Partnership interest was liquidated, hivestor’s 
liquidating distribution consisted of fee following Partnership assets: 

• Cash $348,733 

• 425 shares of Microsoft Corp. $39,897 

Subsequent to Livestor's withdrawal from Partnership, Partnership continued making 
investments wife fee remaining partnership assets utilizing fee $33,300,000 Loan for financing. 
The covenants contained in fee Credit Agreement allowed Bank to call the $33300,000 Loan if 
fee Investor ceased to own directly or indirectly at least a majority of fee outstanding 
membership units in Partnership (an “Event of Defeult”) upon giving written notice to 
- Bartnership. 

\ 


risk (or more precisely '‘modified*’ duration) is a measure of the price sensitivity of a bond to 
interest rate movements. It is used to measure the sensitivity of a bond’s price (i.e., the present 
value of its cash Sows) to interest rate movements. A swap &om fixed-to-floating can be used to 
hedge interest rate duration risk. See attached discussion of the underlying financial theory in the 
“Analysis ofFinancing Alternatives” prepared by Presidio. 
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Representations 

A, Representations Made by Investor 

In connection with the transactions described above, Investor has represented the 
following: 

1. hiv^tor’s single member invests directly in marketable securities and other 
financial instruments on Investor's own accormt 

2. Investor acted independently of, and at arm's length fiom, die Managing Member, 
the Class B Member and Bank with respect to the transactions described herein. 

3. There was no legally binding agreement, written or otherwise, that compelled 
Investor to con^lete the transactions in the way described herein. The duration of 
Investor’s participation in the Investment Fund was dep(mdent upon the 
p^oimance of the program relative to alternative investments. 

4. There were no written agency a^ecments or arrangements (^art from Presidio’s 
role as Managing Member of Partnership) consummated widi respect to the 
transactions undertaken pursuant to the Investment Fund and neither Investor, nor 
to the best of Investor’s knowledge, any parties involved held themselves out to a 
third party as 2 ^ents of any of the others with respect to these transactions. 

5. Investor independently reviewed the economics underlying the Investment Fund 
before entering into the program and believed dbere was a reasonable opportunity 
to cam a reasonable pre-tax profit from the transactions described herein (not 
including any tax benefits that may occur), in excess of all associated fees and 
costs. 




Investor’s sole member‘s sold a portion of the financial instruments received as 
the Partnership liquidating distributions. 


As a single mendjer limited liability cotspany for which no check-die-box election was made, 
Investor is disregarded as an entity separate from its owner. Accordingly, for tax purposes, any 
transactions entered into by Investor are treated as entered into directly by Investor’s sole member. 
For stylistic purposes, references may be made in this <^mion to transacdons entered into by (or to 
die tax consequences of such transacdons) "Investor’s sole member." Such references to 
"frivestor’s sole meodier" are made to indicate that the resulting tax consequences are borne by 
Investor's sole member, whereas the actual transaction at issue may have been entered into by 
Investor. 
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m 1. Investor has provided all facts and circumstances diat Inv^tor knows, or has 
I reason to know, are pertinent to this c^inion letter and believes tiiat all its 

I representations on which this opinion relies are reasonable. 

8. Investor and Investor’s sole member each use the U.S. dollar as its functional 
currency. 

9, Hie ci^ital contribution, made by Investor’s sole member, was made fiom 
Investor’s sole member’s separate property. 

B. Representations Made bv Presidio 

In connection with the transactions described above. Presidio has represented the 
oUowing: 

1 . Presidio believed there was a reasonable opportunity for Investor to earn a 
reasonable pre-tax profit, in excess of all associated fees and costs, and without 
regard to any tax benefits that may occur, by participating in the hivestmait Fund. 
Presidio communicated this belief to Inv^or. 

2. Presidio acted independently of, and at arm’s length fiom. Investor and Bank with 
respect to the transactions described herein. 

3. Bank did not, directly or indirectly, control or participate in fiie management or 
operations of Partnership. 

4. Bank did not, directly or indirectly, control or direct the investments of 
Partnership apart from its rights umla* a Pledge and Security Agreement, Credit 
Agreement, and Account Control Agreement. 

5. All ofPartnership’s foreign curraicy transactions were conducted over the 
counter. Therefore, Partnership did not undertake transactions on a national 
securities exchange registered with the Securities and Exchange Commission. 
Furthermore, Partnership did not undertake transactions on a domestic board of 
trade designated as a contract market by the Commodity Futures Trading 
Commission. 

6. There did not exist at the time Investor or any assignee entered into trading 

\ strategies, within the range of Permitted Investments, an Event of Default under 

the tenns of the Credit Agreement. 
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Neither the hivestor nor any ^ignee entered into trading strategies, within the 
range of Permitted InvestmOTts, in a manner that results in or causes an Event of 
Default under the terms of the Credit Agreement. 

The Loan collateral and covenants were not altered or amended upon assumption 
of the Loan by Partnership. 

9. The d«;criptions of the Investment Fund and the economics of die financing 
arrangement used by Investor, as set forth in the Overview of Investment Program 
and Tbe Investment Structure sections of this opinion letter, and in the 
attachmaits hereto, are accurate. 

10. Any amount due under the Note, other than the aggregate outstanding principal 
amount, any accrued but impaid interest, and the unamortized premium is 
expected to be incidental (i.e., under all reasonably expected market conditions on 
the date of issuance of the Note, the potential amount of any such payment would 
be insignificant relative to the total expected amount of the remaining payments 
on the Note). 

C. Representations Made bv Bank 

In connection with the transactions described above, Bank has made the following 
f representations: 

1. The Loan made pursuant to the Credit Agreement was approved by the competent 
authorities within Bank as consistent, in the li^t of all die circumstances such 
authorities consider relevant, with Bank credit and documentatioa standards. 


2 . 




Bank acted independently of, and at ann’s length fiom, Investor and the other 
participants in the Investment Prograiru 

Bank recorded for U.S. GAAP accounting purposes and U.S. regulatory purposes 
the Stated Principal Amount and the hiitial Unamortized Premium Amount of the 
Loan made pursuant to the Credit Agreement as follows: a $33,300,000, seven- 
year loan and a $20,000,000 unamortized premium amount, respectively. 

The Credit Agreement provides that the Maturity, Date of the Loan made 
thereunder is the seventh anniversary of the applicable Borrowing Date. 
Furtiiermore, Section 8 of the Credit Agreement sets forth the conditions upon 
which the principal of and any accrued interest in respect of the applicable Note, 
the applicable Prqiayraent Amount, if any, tiie applicable Breakage Fee, if any, 
and other obligations owing under such Credit Agreement and the applicable 
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Note may be declared to be, or become, due and payable prior to the ^plicable 
Maturity Date. Except as provided tn such Credit A^eement, Bank would not 
accelerate any stated principal or interest payment due under the Credit 
Agreement. 

While as part of the negotiation of the form of the Credit Agreemrat a form of 
Assignment and Assumption Agre^eiU was negotiated and it was the 
expectation of Bank that the Bank (as defined in the Credit Agr^ment) would be 
requested to give its consent to an assignment of the applicable Borrower’s rights 
and obligations under the Credit Agreement pursuant thaeto to the Rresidio 
limited liability conqjany used to effectuate the Investment Program, the Credit 
Agreement would not require the Borrower to assign the Ixran made thCTcunder to 
any Person and Bank had no plan or intention to require such assignment 


Ett* Sumiharv of Opinions 


to 


In raidering our opinions, we have reviewed representations and advice, including 
financial information, from various parties to the transactions described herein and made certain 
assumptions, which representations, advice and assumptions are referred to below. In rendering 
our opinions, we have also examined such a^eements, certificates, instruments, and documents, 
and we have made such other inquires of officers, owners and representatives of the entities 
involved iu the transactions described herein as we have considered necessary to render the 
opinions set forth herein. We have made no ind^emlent verification of such representations, 
adAdce, assumptions, records, agreements, certificates, instruments, dociunents, and responses to 
such inquiries. If any such representations, advice, assumptions, records, agreements, 
certificates, instruments, documents, or responses is inaccurate in any material respect, or any 
such agreements, certificates, instruments, and documents prove not to be authentic the opinions 
cbntaned herein may not be relied upon. In r^ering our opinion, we have reviewed the 
^Ucable provisions of the Code and of the final, temporary, and proposed Treasury 
Itegulations ("Treas. Reg," or Treasury Regulations") promulgated thereunder; relevant 
decisions of the U.S. Federal courts; published Revenue Rulings ("Rev. Rul.") and Revenue 
Procedures ("Rev. Proc.") of the Internal Revenue Service ("IRS"); and such other materials as 
we have considered relevant. In certain instances we have determined that there is no authority 
directly on point, and in such instances we have reached our opinion reasoning firom such other 
authority as we believe to be relevant to the issues addressed. 
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Although we are not representing Pr^dio in connection with the transactions described 
herein, in the past we have represented Presidio and persons affiliated with Presidio with respect 
to certain matters and may continue to do so in the future. By accepting this opinion, you have 
agreed to waive any legal conflict that may arise from such past or fiiture representation. 

Based on and subject to the summary set out at I above, the representations set out at II 
above and the analysis of the p^tinent statutory provisions at Sections IV. A-F below, as 
affected by the anal>^is of the statutory provisions and legal doctrines at IV. G below, all as of 
the date hereof, we are of the opinion that for U.S. federal income tax purposes it is more likely 
than not** that: 

1 . Investor will recognize no gain or loss upon receipt of the Loan proceeds of, 
including the Premium, which rqjresents an amount to be amortized under Treas. 
Reg. §1.163-13 against the issuer’s interest expense over the life of the Loan; 

2. The Commissioner of Internal Revenue will have no authority under Treas. Reg. 
§l.l275-6(c)(2) to integrate die fixed rate debt instrument and interest rate swap; 

3. Investor will recognize no gain or loss with r^ect to its coital contribution of 
the Loan proceeds, including the premium, and other property to Partnership 
subject to the Loan; and the amount of the liability to be taken into account tmder 
Code Section 752 with respect to the Loan is the principal amount of the Loan; 

4. Investor's basis in its interest in die Partnership will be equal to Investor's basis in 
the contributed property, reduced by the principal amount of the Loan to which 
the contributed property was subject, and increased by Investor’s share thereof; 

5. Upon redemption of Investor's interest in the Fund, Investor’s adjusted basis in its 

. -i Fund interest immediately before such distribution, reduced by the amount of any 

money distributed to Investor in the redemption, will be allocated to the financial 
instruments distributed to Investor m the r^emption; and 

6. Any loss recognized by Investor upon the disposition of financial instruments 
distributed to Investor in the redemption wiD be characterized as a capital loss. 


Under a "more likely than not” standard, we are of the opinion that under current U.S. federal 
incoinc tax law there is a greater than 50 percent likelihood (Le, it is "more likely than not”) that 
the positions talan will be upheld if challenged by the internal Revenue Service. 
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IV. Analysis 

A. Receipt of Loan Proceeds 

Bond issuance premium*® is the excess of a debt instrument’s issue price over its stated 
redemption price at maturity (“SRPM”). Under Code Sections 1273(bXI) - (5) and 1274, the 
issue price of a debt instrurhent depends on the circumstances surrounding its issuance. For 
othCT debt instruments not issued for property”, including a bank's lending transactions, the issue 
price under Code Section 1273(b)(2) is the amount paid by the first purchaser. Treas. Reg. 
§I.1273-2(aXl) reiterates this rule and further provides; 

[!]f the issue consists of a single debt instrument that is issued for 
money, the issue price of the debt instrument is the amoimt paid , 
for the instrument. 

Consequently, in the instant case, die issue price of the Loan und^ Code Section 
1273(b)(2) is the sum of the principal amount of the Loan and the amount of the Premium. 

i 

Code Section 1273(aX2) defines SRPM to include all amounts payable under die dd>t 
instrument (other than interest based on a fixed rate or an objective interest index, and payable 
unconditionally at fixed intervals of one year or less during the entire term of the debt << 

instrument.) In the instant case, the Loan’s SRPM is its principal amount. Thus, the bond 
issuance premium is the excess of the obligation’s issue price under Code Section 1273(bX2), 
described above, over the SRPM. i.e. the Premium. 

Under Treas. Reg. §L6I-12(c), priorto amendment bythe final regulations, the issuer of 
. a-.preinium debt instrument took the premium into account as a separate item of income ov^ the 


The Code and Regulations refer to all forms of indebtedness as “debt instnuneDts.’' The term 
“bond” has Uk same meaning as the term “debt instrument” in Treas. Reg. §1.127S-l(d)“.Thus, 
the tenrn are used interchangeably for purposes of this opinion. 

For purposes of applying the above rules, dte term *^npperty” includes services and die right to 
use property, but d^s not include money, bi ttansactions to which Code Section l273(bX2) . 
applks, a payment from die borrower to the lender (other than a payment for property or for 
services provided by the lender such as commitment fees or loan processing costs) reduces die 
issue price of the debt instrument evidencing the loan. Solely for purposes of determining the tax 
consequences to the borrower, the issue price is not reduced if the payment is deductible under 
Code Section 461{gX2). Treas. Reg. §1.1273'2(gX2). Therefore, aity payment of points to obtain 
dK loan will reduce the obligation’s issue price. 
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life of the debt instrument and interest pa^le was also a separate deductible item. However, 
under amended Treas. Reg. §1.61-12(cXl), an issuer does not recognize gain or loss upon die 
issuance of a debt instrument Accordingly, we are of the opinion that it is more likely than not 
that hivestor will recognize no gain or loss i^n receipt of the total Loan proceeds, includiDg the 
bond premium. 


r Under Treas. Reg. §1.163-13, a borrower^ssuo' amortizes the bond issuance premium by 
pfisetting the qualified stated interest** allocable to an accrual period’* with the bond issuance 
> premium. Thiis, rather than bond premium creating an item of income over the term of the bond 
as under Prop. Treas. Reg. § 1 .6 1 - 1 2(c), the interest deduction otherwise allowable under Code 
^ Section 163 is reduced by the amount of bond issuance premium allocable to the period. The 
intoest deduction amount and amortization of bond issuance premium are determined on a 
constant yield method and aceme ratably within an accrual period The amount of bond issuance 
premium allocable to an accrual period is the product of the debt instrument’s adjusted issue 
price^® at the beginning of each period and its yield to maturity*’ as adjusted to reflect the length 
of the period. In the instant case, the Pranium will be amortized ratably as an offeet to Invrator’^ 
interest expense deductions for each accrual period*^ 

It is possible that the IRS might contend tiiat the Loan was made directly by Bank to 
Partnership, rather than to Investor, who then contributed the Loan proceeds to the Partnership 


> 


As defined in Treas. Keg. $l.}273*l(c). 

Treas. Reg. §1 .446-2(b) detennines the accrual period to which qualified stated interest is 
allocable and the qualified stated interest allocable to an accrual period. 

Detenniaedunder Treas. Reg. §l.I275-l(b). 

Dctenniaed under Treas. Reg. §l.l272-I(bXIXt)' 

We have been adrised by KPMG Peat Marwick that for financial accotmting purposes a loan 
discount or premium is not an asset or liability separate fiom the note giving rise to it, but is 
r^Kuted as a direct deduction from, or addition to, the free amoont of the loan. Conceptually, a 
premium on debt payable is a liability valuation account diat has no existence apart from die 
related debt For financial accounting purposes, based upon U.S. generally accepted accounting 
prixteiples, Ha premium account is refenred to as an adjunct account Similarly, Treas. Reg. 
§1.163-13 clarifies that the issuer determines its interest deduction by offretting the interest 
allocable to an accrual period with the bond issuance premium allocable to that period. This 
change effectively makes the tax accounting rales consistent with the financial accounting rules by 
recognizing that premium and discounts are merely vahiatioo accounts, not discrete labilities or 
assets. 


NYUBi/smia/i 


XX-00I870 



795 


BROWN* WOOD LLP 


subject to the Loan. Were fee IRS successful in so contending, the Investor would not be treated 
as receiving the Premium and contributing it to the Partnership, with fee result that fee Investor's 
tax basis in the Partnerehip would not be increased by fee amount of fee contributed Premium, as 
discussed below. 

The issue of who is fee borrower in comparable situations has been raised by the IRS in 
the context of whe&er a loan was made to an S corporation or its shareholder. The most recent 
decision to address this is Boldine v. ComniV. 1 17 ?7n Cir. 1997),rev'gT.C. Memo. 

1995-326. In Bolding, the shareholder of an S corporation established a $250,000 line of credit 
wife the bank in fee shareholder's own name. The party on the line of credit was the shareholder 
and not the S corporation. The Bank's records ^pear^ to have shown the sh^holder rather 
than the coipor^on as the approved borrower, and fee shareholder signal the loan agreement in 
his own name. The bank took and perfected a security interest in corporate assets, but the 
shareholder was the sole signatory to the UCC 1 filed by fee bank. The bank disbursed the loan 
proceeds directly to the corporation's bank account, and interest and principal payments were 
made to the bank on checks drawn by fee corporation. When a default subsequently occurred, 
fee bank sued the shareholder. The Court of /q^}eal5 recognized that the form of the transaction 
was a loan to the shardrolder and not to the corporation and refused to accept the IRS argument 
feat fee substance of the transaction was a loan directly to the coiporadon on fee grounds that the 
parties clearly intended the loan to be to the shai^K)lder, as evidenced by the parties' records and 
financial statements and further evidence that upon <^fauU fee-bank pursued it ronedies against 
fee shareholder. 

Similarly, in Selfev. U.S.. 778 F2d 769 (life Cir. 1985), the of Appeals remanded the 
<^e to the U.S. District Court for a detenninatioD of whether a loan to an S corporation that was 
guaranteed by its shareholder was in was in substantce a loan to fee guarantor, based on 
Plantation Patterns v. Comm'r. 462 F.2d 712 (5* Cir. 1972).^ In Plantation Patterns, the court 
determined that a solvent shareholder of a thinly capitalized corporation was fee true borrower, 
where fee bank made fee loan in form to the corporation, but the evidence before fee court made 
clear that the bank was looking to the gujuantor for rqsaymcnt. In this regard Boldine and 


Est. of Leavitt V. Comm'r. 90 T.C. 206 (1988). affd , 875 F.2d420 (4* Cir. 1989), cert denied. 
493 U.S. 958 (1989), the Tax Court over a strong dissent stated that it woxdd not the reasoning of 
Selfe. to the Plantation Patterns rationale to cases involving S corporations. 
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Plantation Patterns are consistent in looking to wiio the parties intended to be the borrower and to 
repay the loan in determining who should be treated as the borrower for U.S. federal income tax 
purposes. See dso, Goodstein v. Comm^r. 267 F.2d 127 {l“ Cir. 1959), affg 30 T.C. 1 178 
(1958). 


An additional line of relevant cases deal with loans by one party to an intermediary party 
who re-lends to anodier party (a so-called back-to-b^k loan). The principal case is Northern 
Indiana Public Service Co. v. Comm*r. ll5F.3d 506 (7th Cir. 1997), where the court held fiiat a 
finance subsidiary engaged in a back-to-back loan arrangement was not treated as a conduit . 
merely because it was thinly c^italized. Most importantly, the court focused on the fact that the 
finance subsidiary earned a positive spread on its lading activity. The court also emphasized 
fliat the intermediary was not merely transitory and that the intermediary exercised dominion and 
control over interest proceeds. By contrast, in Aiken Industries. Inc, v. Comm*r. 56 TC 925 
(1971), die intennediary was a mere conduit because it earned no profit (and, thus, not 
respected as the borrower). ^ 

The facts in the instant case support the treatment of Investor as the true borrower due to 
I the existence of a business purpose for Investor entering into the loan and the bona fide nature of 
I die debt. Investor was able to effectively guarantee a minimum initial amount of financial 
1 leverage by borrowing prior to the contribution to Partnership. In addition, we believe that die 

I bona fide nature of the debt as evidenced by the undalying Credit Agreement and the existence 

I of economic risk and reward with respect to holding the Loan proceeds during the period 
I between the time of entering into the loan and the contribution of the proceeds to Paitnmbip is a 
I key determinant widi respect to Investor being recognized as the true borrower. 

I Hie underlying loan documentation clearly establishes that Investor was the true 

I . borrower. 

• The loan was entwed into by Investor in its individual capacity, not as a representative 
(or member) of Partnership, 

• Investor signed the Credit Agreement in its individual capacity. 

• The cash proceeds were initially transferred to Investor’s personal bank account and then 
immediately transferred to its securities trading account, not the account of Partnership. 
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V. 

Upon assumption of the Loan by Partnership, the Assignment and Assumption 
Agreement provided that the Loan was originally entered into by bivestor and assumed by 
Partnership. The assumption of the Loan had to be approved by Bank and was subject to a 
significant number of condition precedents. Bank has represented that there was no plan or 
intention to require Investor to convey the Loan proceeds or assign the Loan obligation to 
Partnership. 

With respect to economic risk and rewa^ during the period before the Loan proceeds 
were contributed to Partnership, Investor had “dominion and comrol” of the Loan proceeds in 
that Investor could decide how to invest the cash, subject to the Loan covenants. In addition. 
Investor had the ecoiwmic “benefits and burdens” associated witti tax owner^ip of such 
proceeds. The income derived from investing the proceeds was income to Investor and die 
interrat associated with carrying the loan was an expense to Investor. ^ 

Accordingly, based upon the foregoing and upon the description of the transactions 
contained in I, above, and the representations contained in n, it is more likely fiian not that 
Inv^or will be recogni 2 ed as the true borrower of fiie loan, and, consequently, it is more likely 
than not that the IRS would not be successful w^e It to contend that the Loan was made directly 
by Bank to Partnership, rather than to Investor. 

B. No InteOTation of Debt and Swap 

Investor obtained the Loan fiom Bank to partially fund its participation in the 
Partnership. As discussed, the Loan is a fixed rate debt instrument with a 7 year term and 
interest payable quarterly at a fixed rate. As also discussed following Partnership's assumption of 
■ die Loan, Partnership entered into a fixed-for-floating rate interest swap for a 7 year term to 
reduce its risks related to a change in interest rat«. Were the Loan and the swap to be integrated, 
file Loan would be treated as a floating loan rather than a fixed rate loan. In that event, under the 
rules of Treas. Reg. §1.1275-5 it might be possible for the Loan to be characterized as having an 
SRPM in excess of its stated principal amount, with the result that the amount of the premium 
would be reduced. 
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Prior to the release of Treas. Reg. §1.1275-6, the integration of a debt instrument and a 
hedge was permitted only in limited situations'^ and generally was considered to .be a favorable 
result by taxpayers and commentators. On June 14, 1996, the IRS released final Regulations 
concerning debt instruments with originai issue disxHint, contingent payment debt instruments, 
and the anti-abuse rule for OID.^ The purpose of the Regulations under Treas. Reg. §1.1275-6 
was to extend the intention treatment to financial instruments that perfectly hedge a quali^dng 
debt instrument into a synthetic fixed or floating rMe obligation. It was thought that the 
simplified tax treatment of the resultii^ synthetic debt instrument would enable a nonfinancial 
institution issuer to reduce its diligence required to evaluate arfinancing package and to reduce its 
costs of financing. 

The integration rules generally were intended to reduce taxpayer complexities associated 
with matching tax results with the corresponding cash flows of a transaction. Althou^ the 
integration rules are taxpayer elective, an anti-abuse mle allows the IRS relatively broad powers 
to force integration. As discussed below, the IRS cannot force integration, however, when a 
taxpayer simply swaps firom a traditional fixed rate obligation to a floating rate debt, or vice 


/ 


1. Treas. Reg. Sl.IZ75.fi 


V 


Treas. Reg. §1.1 275-6(a) ^plies to either issuers or holders of qualifying debt 
instruments. This Regulation provides for the integration of a qualifying debt instrument and 
“Section 1.1275-6 hedges’* if certain requirements are met and if the combined cash flows of the 
components are substantially equivalent to those of a fixed or variable rate debt instrument. The 
purpose of the Regulations is to ’^permit a more appropriate determination of the character and 
tuning of income, deductions, gains or losses than would be permitted by separate treatment of 
the components.” 


Treas, Reg. §l,1275-6(b)(4) provides that if its provisions apply to a qualifying debt 
instrument and hedge, the integrated transaction is deemed to create a synthetic debt instrument 
with the same cash flows as the combined cash flows of the qualifying debt instrument and 




ExamplesincludeintegradoaunderTFeas. Reg. §1.988-5, 1.446-4, aiul 1.122I-2. 
T.D. 8674, 61 Fed. Reg. 30133 (June 14, 1996). 
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A taxpayer may integrate a qualifying debt instnunent and a Treas. Reg. §1.1275-6 hedge 
if the taxpayer meets all of the following requirements provided for in Treas. Reg. Sections 
l.i275-6(c)(l){i) through (vii): 
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(i) The taxpayer must adequately satisfy the identification reqmrements of Treas. 

Reg. §1 .i275-6{e) by entering and retaining as part of its books and records 
information relate to issuance and j^uisition of the qualifying debt instrument 
and the Section 1.1275-6 hedge; 


■'1 


(ii) None of the parties to the hedge may be related unless the related party uses a 
maiic-to-maiket tax accounting method; 

(ill) Both the qualifying debt instrumrat and the Section 1.1275-6 hedge are enters 
into by the same individual, partnership, trust, estate, or corporation; 

(iv) If the taxpayer is a foreign person engaged in a U.S. trade or business, all items of 
inoDme and expense associated with the integrated transaction (other than interest 
exp^e subject to Treas. Reg. §1.882-5) would, in the absence of the integration 
rules, be effectively connected income during flie synthetic debt .instrument’s 
term; 


(v) Within 30 days immediately preceding the issue date of the synthetic debt 
instrument, the taxpayer did not t«minate, or leg out^^ ofi an inlegr^ed 
transaction containing the quailing debt instrument, any other ddjt instrument 
th^ is part of the same issue, or the Section 1.1275-6 hedge; 

(vi) The qualifying debt instrument must be issued on or before, or substantially 
contemporaneously with, the date of first payment on the Section 1.1275-6 hedge, 
regardless of whether the payment is made or received by the taxpayer, and 

(vii) The taxpayer cazmot have entered into a straddle^^ prior to the issue date of the 
synthetic debt instrument containing (be Section 1.1275-6 hedge or the qualifying 
debt instrument 

As stated in representation 3 above. Trust has represented that it has not and will not elecil 
to integrate the Loan and the Swap under Treas. Reg. §1.1275-6. 



3. Integration by Commissioner 

Notwithstanding integration by the taxpayer, under a general anti-abuse provision, the 
Commissioned' may treat a qualifying debt instrument and a financial instrument (whether 
OTtered into by the taxpayer or by a related party) as an integrated transaction if the combined 


“Legging” into and out of integrated transactioDS is desenbed in Treas. Reg. Sections L1275-6(d). 
“StradrUe” as defined under Code Section 1 092(c). 
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cash flows on the qualifying debt instrument and financial instrumoit are substantially the same 
as the combined cash flows required for the financial instrument to be a Section 1 .1275-6 hedge. 


Treas. Reg. §1.1275-6(cX2) provides that the Commissioner may not integrate a 
transaction unless the qualifying debt instrument is subject to Treas. Reg. §1.1275-4 (related to 
“contingent payment debt instruments”^^) or Section 1.1275-5 (related to “variable rate debt 
instruments”) and pays mterest at an objective rate. Under Treas. Reg. § 1 .1275-5, a “variable 
rate debt instrument” is a debt ii^trument that meets all of the following conditions: A 



The issue price of the debt instrument must not exceed the total noncontingent 
principal payments by more than an amount equal to the lesser of: 

(i) .01 5 multiplied by the product of the total noncontingent principal 

payments and the number of complete years to maturity tom the issue 
date, or 


(ii) 15 percent of the total noncontingent principal payments. 


(b) The debt instrument must only provide for stated interest (compounded or paid at 
least annually), at: 


(i) one or more qualified floating rates, 

(ii) a single fixed rate and one or more qualified floating rates, 

(iii) a single objective rate, or 

(iv) a single fixed rate and a single objective rate that is a qualified inverse 
floating rate. 



The debt instrument must provide that a qualified floating rate or objective rate in 
effect at any time during the term of the instrument is set at a current value of feat 
rate. 


A^contiQgeiUpaymeiitdebtinstnimeQf’isdefiiKduDderTreas. Reg. §1.1275-4 as aaydebt 
instrument diat provides for one or more contingent payments, unless such payments are 
"incidentar widiin the meaning of Treas. Reg. §l.l275-2(h). Based upon flie advice of 
Investment Advisor, it is more likely than not dial any contingent payments under the Loan would 
be treated as incidental for purposes of Treas. Reg. §1.1275-4, with the result that it is more likely 
than not that tire Loan would not be treated as a contingent payment debt instrument for purposes 
of that provision. 
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(d) The debt instniment must not provide for any contingent principal payments. 

Because, under the facts in the instant case, the Loan is a fixed rate debt instrument, 
Treas. Reg. §1.1275-6(c)(2) does not provide the Commissioner with authority to integrate the 
loan and interest rate sw^. Furthermore, the inability of the Commissioner to integrate a haige 
with a fixed rate debt instrument was specifically addressed in the preamble to the Final 
Regulations^^ concerning the anti-abuse rule for originai issue (fiscoimt, as follows: 

Section 1.1275-6 INTEGRATION RULES: 

Commentators gmerally s^iproved of the integration rules in the 
proposed Regulations, and fiiose rul^ are adopted with only two 
significant changes. First, the final Regulatioas allow (but do not 
require) the inte^^on of a hedge with a fixed rate debt 
instrument. For example, a taxpa^r may integrate a fixed rate debt 
instrument and a swap into a WDL Although the hedging 
transaction Regul^ons (Section 1 .4464) cover many of these 
transactions, the integration rules provide more certain treatment. 

The final Regulations, howevCT, do not allow the Commissioner to 
integrate a hedge with either a fixed rate debt instrument or a 
VRDI that provides for interest at a qualified floating rate. In these 
cases, treating the hedge and the ddst instnunrat sq>arately is a 
longstanding rule that generally clearly reflects income. 


Based upon the foregoing, we are of the opinion that it is more likely than not that the 
Commissioner will have no authority under Treas. Reg. §1.1275-^c)(2) to integrate the fixed 
rate debt instrument and intaest rate swap. 

C. No Gain Recognition bn Investor's Capital Contribution to Partnership 

1. The Partnership as a Partnership 

Treas. Reg. §301.7701-2(bXl)-{8) describes certain entities that are classified as 
corporations for U.S. federal income tax purposes. Treas. Reg. §301.7701-3 provides that an 
entity not described in Teas. Reg. §30i.7701-2(b)(l), (3), (4), (5), (6), (7), or (8) is considered to 


T.D. 8674, 61 Fed. Reg. 30133 (June 14, 1996). 
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be an "eligible entity", wluch may elect to be classified as a corporation or, if it has 2 or more 
owners, a partnership. Treas. Reg. §301.7701-{3XbKl) provides that a domestic eligible entity 
that has two or more members and does not elect to be classified as a corporation will be 
classified as a partnership forU.S. federal income tax purposes. 

Bas^ on the facts set forth above, it Is more likely than not that Partnership will 
constitute a domestic eligible entity. Consequently, if Partnership does not elect to be classified 
as a corporatioa, it is more likely than not that Partnership will be treated as a partnership for 
U.S. federal income tax purposes. 

2. Investor's Capital Contribution 

t. Code Section 721 Generally 

Code Section 721 (a) and Treas. Reg. §1.721*1 generally provide that no gain or 
loss is recognized by either the partnership or any partner in the case of a contribution of 
property to the partnership in exchange for a partnership interest . Money constitutes “property” 
forpurposes of Code Section 721(a). Treas. Reg. §1.721-l(bXl). Consequently, it is more likely 
than not that Investor's contribution of the proceeds of the Loan, including the portion of the 
proceeds attributable to the Premium, will qualify as transfer of property for purposes of Code 
Section 721 and, therefor, it is more likely than not that Code Section 721 will generally apply to 
such conttibution. Notwithstanding the general ^plication of Code Section 72 1 to the transfer by 
Investor to the Parhiership, as discussed below, there are certain circumstances where the Code 
Section 721(a) nonrecogiutioQ rule would not ^ply. 

\ b. Investment Partnership Rules 

Notwithstanding that Code Section 721(a) generally provides for nonrecognition 
of or loss upon the contribution of prop^ty to a partnership. Code Section 721(b) provides 
that the general nonrecognition rale of Code Section 721(a) does not apply to gain realized on a 
transfer of property to a partnership that would be treated as an investment company within the 
meaning of Code Section 351. Thus, gjun, but not loss, will be recognized wi& respect to die 
transfored assets were the Partnership an investment company within the meaning of Code 
Section 351 were it incorporated. Because Investor contributed money to the Partnership, the 
transferred property was not appreciated. Consequently, it is more likely than not that Code 
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Section 721(b) would not i^uire the Investor to recognize gain upon the contribution of the 
Loan proceeds, including the premium, to the Partnership. 

c. Code Section 707 

Under Code Section 707{aX2){B), a contribution of property by a partner to a 
partne^hip may be characterized as a sale if the partnership distributes to the contributing 
partner cash or other property that is consideration for the contribution. However, Treas. Reg. 
§1.707-3(bXl) specifically excludes money or the obligation to contribute money from the 
definition of what constitutes ‘property transferred by a partner” for purposes of Code Section 
707(aX2)(B). In the instant case. Investor is contributing cash. Consequently, it is more likely 
than not that Code Section 707(aX2)(B) would not apply to the contribution of the Loan 
proceeds, including the premium to the Partnership. 

d. Code Section 752 

If property transferred to a partnership subject to an obligation that is a liability 
for purposes of Code Section 752, the amount of such liability reduces the contributing partner's 
tax basis in his or her partnership interest (d^ermined as discussed below) or, if the amount of 
such liability exceeds the basis of the contributed property, may cause the contributing partner to 
recognize gain on the contributioa. 

(i) Liabilities under General Income Tax Principles 

With respect to the definition of a "liability" under general income tax principles, 
the issue often arises regarding the amount to be included in the tax basis of a purchaser who 
either assumes a liability or acquires an asset ^ject to a Utility. In analyzing these authorities, 
the question first arises in the case of borrowed money whether the principal amount of a loan is 
the starting point or whether present value concepts must be taken into account. 

The general rule spears to be that in the absence of specific statutory authority to 
the contrary, the amount of a liability is its stated principal amount, regardless of the int^st rate, 
hi pm 8747004 (8/1 1/87), a Technical Advice Memorandum, the agent, among other things, 
requested advice that that the amount of insurance reserves which were otherwise treated as debt 
should be valued using present value concepts, rather than at face for purposes of determining 
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the buyer's tax basis under Code Section 3340))C^). In Section II.B. of the TAM the IRS National 
Office stated: 

This office has been unable to find any aufeority supporting 
this argument. In, the authorities this office has found indicate 
that a liability ^ould be included in basis at face value if it is fixed 
and determinable at the date of purchase. [Citations omitted] 

In Follende r v. CommY. 89 T.C. 943 (1987), the Tax Court held fiiat the absence 
of explicit statutory authority, present value concepts cannot be used for purposes determining 
die amount of a liability under Code Section 465. See, also, Pritchett v. Conim*r. T.C. Memo. 
1989-21. affd without published o pinion. 944 F.2d 909 (9th Cir. 1991); and Henldnd v. Comm'r. 
T.C. Memo 1992-555. CitvofN.Y. v.CommV. 70 F.3nJ 142 (D.C. Cir. 1995), affg 103 T.C. 481 
(1994), citing Follender for the proposition that absent explicit statutory authority, held that time 
value of money conc^ts cannot be used for determining die amount borrowed under Code 
Section 1 41 (c). Based on the foregoing is more likely than not that the face amount of the Loan 
is the appropriate amount to treated as a liability under general these genera] federal income tax 
principles.^ 

There is no authority that specifically addresses whether the amount of a liability 
in the context of an above-market interest rate loan, such as the Loan, includes either the above 
market clement of such interest or a potentially significant prq>ayment premium. The authorities 
discussed below, however, lead to the conclusion that it is more likely than liot'that such interest 
is not treated as a liability prior to the time that it is taken into account under the taxpayer's. 


Under Code Section 752, time-va!ue-of money concepts are applied in two defined situations. 
Treas. Reg. §!.752-2(e) treats a nonrecourse obligation as a recourse obligation if a partner 
guarantees a substantial portion of the interest that will accrue under the obligation. If such rule 
applies, tbe partner that has guaranteed the payment of interest is treated as bearing the economic 
risk of loss for the partnership liability to Hk extent of the present valw of the guanitieed future 
interest payments. Treas. Reg. |1 .752 •2(g) provides diat if a partner’s obligation to make a 
payment or contribation is unreasonably delayed, the obligation is adjusted to reflect tire time 
value of money of the deferral The result of failing to satisfy an obligation on a “timely” basis is 
to effectively cause the obligation to be valued at less than its “&ce” amount. If an obligation does 
not bear interest at a rate at least equal to the a{^licable federal rate at the tinte of valuation, the 
value of the obligation is die discounted present value of all payments due from the partner. 
Neither fact pattern applies to tire instant case. 
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mettkod of accounting and that such premium is not treated as a liability until the obligation to 
pay such premium is triggered upon the prq>ayment of the loan. 

As a general rule, interest economically accrues as a liability over die term of a 
loan and is not taken into account as a deduction by the taxpayer until it is paid or accrued under 
the taxpayer’s method of accounting. Treas. Reg. §i.461-l(4Xe).This view was taken by the IRS 
in Revenue Ruling 83-84, 1983-1 CB 97, dealing with the continuing virility of die “Rule of 
78’s’* method. In the ruling, the IRS stated that deduction will be allowed to the extent that 
the debtor’s liability or payment is for interest diat does not economically jwcrue in the current 
year.” See also, Sandor v. Comm*r. 62 T.C. 469 (1974), which provide that the rules reganiing 
interest are subject to the general tax accounting rules of Code Section 461 and Treas. Reg. 
§1.461-l(aX2).’' See also, Treas. Reg. §1.461-l(4Xe).“ 

With respect to a prepayment premium, the rule appears to be that it is 
disregarded as an obligadon or liability of the bomiwer until it is triggered upon the borrower’s 
election to prepay. In Rev. Rul. 86-42, 1986-1 CB 82, the IRS ruled that a prepayment penalty is 
an additional charge for the use of the larder's funds and is not taken into account by a cash basis 
paj^r until die penalty is actually paid The Ruling relies on Gen. Amer. Life Ins. Co. v. 

Commy. 25 T.C. 1265 (1956), acq. 1956-2 CB 5; Rev. Rul. 57-198, 1957-1 CB 94; and Rev. 
Rul. 73-137, 1973-1 CB 68, all of which reached the same conclusion. Althou^ not enable of 
being relied upon, 1993 FSA LEXIS 195, reaches the same conclusion with respect to issue 7, 
i.e. that a prqiayment penalty is treated in the same way as interest. 

Although Enidential Ins, Co. of Amer. V. Comm'r. 882 F. 2d 832 (3"* Cir. 1989), 
rev’g 90 T.C. 6 (1989), disputes the view that a prepayment penalty is interest in the context of 


Uoder die Reguladoo, the all events test traditionally pennitted the accrual of an expense when 
"all eveius have occurred which detenniae die fact of the liability, and the amount of such liability 
can be detennined with reasonable accuracy.” Sec Code Section 461(hX4) (restating traditional 
test). Siiuie 1984, however. Code Section 461(h) generally has required that the test not be treated 
as having been satisfied until the occuireoce of economic perfonnance, such as the provision of 
required goods or services. Pub. L No. 98-369 section 91(a), 98tb Cong., 2d Sess. (1984) 
(adumbrating "all events" test of Treas. Reg. §1.461-l(aX2)). 

in LaRue v. Comm’r. 90 T.C. 465 (1988X die Tax Court held that an obligation is not iacuned and 
taken into account by an accrual basis taiquyer until the year in which all events have occurred to 
fix the amount of die obligation and economic performance has occurred with respect to the 
obligatioiL 
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the early redemption of a commercial mortgages, the decision is consistent with the above 
authorities in that it does not take the penalty into account until it is triggered. The Court in 
Pnidentia ! analogized the penalty to a call premium on a corporate bond, treating it as additional 
consideration received under Code Section 1232 on the retirement of the mortgages, rather than 
as interest. 


There are a nunib^ of cases following cither Gen. Amer. Life or Pmdential. 
depending upon whether a corporate or non-corporate obligation was mvolve4 but a close 
reeling of each of them m^es clear that the pertinent time for taking the prepaymrat penalty 
into account is when it is paid. A few of the cases, (see, for example, Phoenix Mutual Life his. 
Co. V. Comm'r. 96 T.C. 481 (1991)) in dicta discuss whether there was an intention to prepay the 
loan. However, no case specifically addresses that situatioir, and no case takes the position that 
the rule discussed above, be. the penalty is not taken into account until it is triggered, would not 
apply in that case. 

Xxi^cally, these cases follow the general rule, discussed below, that a contingent 
obligation, whether interest or prepayment penalty, is not taken into account until the 
contingency is eliminated. Under general tax accounting rules a liability doesn't exist until it is 
an "existing, unconditional, and legally enforce^le obligation for the payment of money." 
KoYtanv.Comm'r. 54 T.C. 331, 338 (1970), afpd per curiam, 448 F.2d 1268 (9th Or. 1971).” 
See, also. Rev. Rul. 77-266, 1977-2 CB 236 ("where there exists a contingency as to payment of 
an obligation, and such contingency relates to other than the ability of the obligor to pay, the 
obligation is not fixed...."). Rev. Rul. 72-34. 1972-1 CBV 132. hr the instant case, no 
prepayment penalty is due/obllgation arises unless and until the taxpayer elects to prepay the 
. l^an under the Loan Agreement. Consequently, it is more likely than not that the prepayment 
penalty does not constitute a liability under general income tax principles until such time. 

Based on the foregoing, it is more likely than not that under general federal 
income tax principles, (i) the amount of the liability arising under the Loan will be its principal 
amount, (ii) the above-market rate aspect of the interest on the Loan will be ignored as a liability 
prior to tbe time that an interest deduction is taken into account under the Investor’s method of 


In Kovtan v. Comm'r. 54 T.C. 331, 338(1970Xaff<lpcrcurianj,445F.2d 1268 (9th Cir. 1971), no 
interest deduction was allowed to a partnership where a note was found to be unenforceable. This 
implies that die note was not an obUgation of the partnership. 
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accounting, and (lii) the prepayment penalty associated with the abovc-maiket-rate Loan will not 
treated as a liability until the obUgation to pay such an amount is triggered upon the Investors 
election to prepay the Loan or the Bank requires prepayment 

(ii) Liabilities usder Code Section 752 


In 1 988, the Treasury promulgated proposed and temporary regulations under 
Code Section 752.^ hi 1991, Treasury issued a new set of regulations under Code Section 752 in 
an attempt to simplify the rules. The current Regulations under Code Section 752 do not define 
the term “liability”.^^ However, Treas. Reg. §1.752-lT(g)ofthe 1988 Regulations provided that 
an “obligation” was a “liability” only to the metent that incurring or holding the obligation gave 
rise to: 

(1) The creation of, or increase in, the basis of any property owned by 
the obUgor (including cash attributable to borrowings); 

(2) A deduction that is taken into account in computing the taxable 
income of the obligor; or 

(3) An expenditure that is not deductible in computing the obligor's 
taxable income and is not properiy chargeable to capital. 


The IRS’s Revenue Ruling defining the term “liability” in the context of Code 
Section 752 tend to be consistent with the definition in the 1988 Regulations, requiring both an 
obligation and the creation of either basis, a deduction, or an expenditure that is neither 
deductible or chargeable to capital In neither cas^ does the IRS take the position that a liabilify 
i^es prior to the time an obligation would be considered to a rise under the general federal 
income tax principles discussed above. 


This is confirmed in Revenue Ruling 73-301, 1973-2 CB 215. hi the Ruling, the 
IRS ruled that interim payments received by a partnership for services rendered in connection 



TX>.8327. 1989-1 CB 180. 

See Federal Taxation of Partoerships aod Partners. McKee, Nelson, and Whitmire, Chapter 7. 
Code Section 752 and the Treasury Regulations thereunder do sot define the term “liability.*' 
Although Ten^iaiy Regulations issued is 1988 provided a defisitioD, the deflaition was deleted 
without specific comment in the Final Regulati<ms as part of Treasury's efforts to simplify the 
Regulations. . 
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with a long-tenn contract reported on the con^)leted contract method do not constitute liabilities 
for purposes of Code Section 752. lostetut the ruling characterizes such payments as “unrealized 
receivable”, the income from which increases the basis of partners’ interest only when 
recognized by the partnership for tax purposes. The Ruling emphasizes that the partnership had 
folly earned the payments and was under no obligation to return them or perform additional 
services to retain them. Altbou^ the partnership received money, there was no attendant legally 
binding obligation to repay and, consequently, no liability. See also, Kovtan v. Comm’n supra. 

The IRS’s position in Revenue Ruling 73-301 is consistent with the position of 
the Tax Court in Helmer v. C omm’r. T.C. Memo. 1975-160. In Helmer. a partnership wrote an 
option on propCTty to a prospective buyer in exchange for consideration. The Tax court held that, 
even though the option resulted in the partnership receiving money (and increasing the basis of 
its property) without a correlative increase in the partner’s bases, the option agreement did not 
create a liability because it created no obligatioa on the part of the partnership to repay the fund's 
paid or to perform any services in the future. Accordingly, the conting^t obligation to deliver 
the property upon exercise of the option did not create a liability. 


With respect to the creation of a deduction prong of the Temporary Regulations, 
in Revenue Ruling 88-77, 1988-2 CB 128, the IRS ruled that accnied, ui^aid expenses and 
accounts payable of a cash method partnership are not partnership liabilities. The IRS's 
conclusion was based upon the view that altbou^ the payables and expenses created obligations, 
“liabilities” include only those obligations foat either create basis (including cash from the 
borrowings) or give rise to an immediate d^uction, which the payables and expenses did not do 
did not do. 


The phrase “expenditure that is not deductible in computing the obligor’s taxable 
income and is not properly chargeable to capital” is not defined in the Temporary Regulations. 
However, a substantially similar phrase, "expenditures of the partnership not deductible in 
computing its taxable income and not properly chargeable to capital account", is found in Code 
Section 705(aX2)(B), which requires the reduction of a partner’s tax basis in his or her 
partneiship interest if the partnership makes such an expenditure. Most recently that phrase was 
interrupted in two Revenue Rulings, Rev. Rul. 96-10, 1996-1 CB 138, andRev. Rul. 96-11, 
1996-1 CB 140. Each states: 
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In determining whether a transaction results in...a noncapital 
expenditure within the meaning of §705(a){2)(B), the proper 
inquiry is whether the transaction has a permanent effect on the 
partnership's basis in its assets, without a corresponding current or 
future effect on its taxable income. 

As discussed above, under Treas. Reg. § 1 .163-1 3, a borrower/issuer amortizes the 
bond issuance pr^nium by offsetting the qualified stated interest allocable to an accrual period 
with the bond issuance premium. Furthermore, under Treas. Reg. § 1 .6 1 - 1 2(c)(2XiO ^d (iii) any 
prepayment penalty upon r^ayment of a loan either reduces the amoimt of income or creates a 
deduction, depending on the extent to which payment of such penalty, together with die payment 
of the outstanding balance of the loan, is greater or less than the issue price of die loan. 

Therefor, the prepayment penalty is an expenditure diat does have " a corresponding current or 
fiihire effect on [the Partnership's] taxable income. Consequently, it is more likely than not th^ 
any prepayment penalty that might be made und^ the loan would not constitute an expeiKliture 
described in the 1988 Regulations. 

Rev. Rul. 88-77 revoked Rev. RuL 60-345, 1960-2 CB 211, in which the IRS had 
concluded that the term "iiabilities" included the accounts payable and accrued expenses of a 
cash method partnerslup. Rev. Rul. 88-77 was issued, in part, in response to Congress* 
disagreement with the holding of Rev. Rul. 60-345. See, H.R. Conf. Rep. No. 861, 98th Cong., 
2d Sess. 856-857 (1984); Staff of the Joint Committee on Taxation, General Explanation of the 
Deficit Reduction Act of 1984, 98th Cong., 2d Sess., 215 (1984). 

The courts have also held that contingent claims or obligations are not liabilities 
under Code Section 752. In Lone v. Comm*r. 71 T.C. 1 (1978), affd and remanded, 660 F.2d 
416 (10th Cir. 1981), the court considered whether contested liabilities were liabilities within the 
meaning of Code Section 752. The partnership in this case was in the construction business and 
was sued for defects in a building. The suits were pending when one of the partners died, raising 
the question of the partnership basis. The court rejected the argument that the conting^ 
liabilities wctc liabilities for purposes of Code Section 752, stating: 

Although they may be considered "liabilities" in the generic 
sense of the term, contingent or contested liabilities such as the 
Kansas City Life-TWA and USF&G claims arc not "liabilities" for 
partaership basis purposes at least until they have become fixed or 
liquidated. This Court has held on a number of occasions that 
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contingent and indefinite liabilities assumed by the purchaser of an 
asset are not part of the cost basis of the asset, . . . We think that 
partnership liabilities should be treated in the same manner. ... We 
see no logicai re^n for distinguishing the above cases solely 
because the asset involved is an interest in a partnership, and 
neith^ party suggests such a distinction. Those liabilities should be 
taken into account only when diey are fixed or paid, . . . 

The Kansas City life-TWA and USF&G claims were too 
contingent at the death of the decedent to be included in the estate's 
initial computation of its basis in ^ decedent's partnership 
interest liability for those claims had not been established and 
was in fact contested. Moreover, the amounts of damages sought 
were by no means definite or fixed. 

71 T.C. at 7-8 [Citations omitted]. 

The Tax Court again held contingent liabilities not to be liabilities within die 
meaning of Code Section 752 in La Rue v. Comm'r. 90 T.C. 465 (1988). The taxpayers in this 
case were general partners of Goodbody & Co., a stock brokerage firm. Because of its inability 
to keep up with the trading volume, Goodbody incurred large "back-office" liabilities due to the 
following types of transactions: (i) the ^lure to purchase securities at a stated price; (ii) the 
failure to sell securities at a stated price; (iii) differences between the securities actually held and 
the securities the partnerchip should have held; and (tv) the failure to receive dividends or 
interest on securities held for customers. Goodbody was fully liable for the losses represented by 
these errors. Another firm acquired the assets and assumed the liabilities of Goodbody for an 
amount equal to the difference between the fair market value of the assets and the liabilities. In 
• aa attempt to minimize their gain, the paring .sou^t to increase their basis in Goodbody by 
including the reserves for the back office claims as partnership liabilities under Code Section 
752. The court rejected this attempt, noting that the reserves were for potential liabilities, and 
fitat the amount of the liabilities was speculative and could not be determined with reasonable 
^curacy. 


Once the "back office" &ilures occurred, Goodbody 
incurred an obligation. The partnership was contractually obligated 
to its customers imder the NYSE rules. Goodbody was under an 
obligation to replace any missing securities or money. Essentially, 
GoodbodYs books were in error because of the back office 
problems, and the Haskins report reflected estimated liability 
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figures. Al! of petitioners' witnesses testified that these were 
transactions for which the partnership was liable. There was, 
however, a contingency or speculative quality concerning the 
amount of Goodbody’s Uabihty. Until any missing securities were 
purchased or excess securities sold, at market price, there was no 
way of determining the amount of loss, or in some circumstances, 
gain. 


Petitions have not shown that these amoimts were 
determinable with reasonable accuracy. As. a result of the Haskins 
" audit, Gbddbody (and Merrill Lynch) knew which particular 
securities would have to be sold or purchased and ^w much 
money was missing fiom customer accounts. Howcvct, it was not 
certain ^x}a which of these claims Goodbody would ultimately be 
liable, because the smaller the amount of the transaction the less 
likely the customer would be to claim it. In addition, the exact 
amount of loss or gain was not determinable until actual purchase 
or sale. Valuation of the claims ztiay be a purely ministerial matter 
because of the ready market for securities, but is not readily 
determinable until purchase or sale occurs. The addition^ reserves 
reflected potential liabilities of flie partnership, valued by reference 
to listed stock prices but before actual sale or purchase and, 
accordingly, represented estimates. Acorual accounting requires 
that the amount be determinable with "reasonable accuracy.” A 
loss is not determinable until the securities are actually purchased 
or sold and the transaction closed We accordingly hold that 
because the reserves were not a fixed obligation of the partnership 
sufticiently determinable in amount in 1970, tiiey cannot be 
included in the partners' bases in that year. 

90T.C.at479. . 

The court stated that the "all events" test of Code Section 461 (a), which is used to 
determine when an expense can be accrued for deduction purposes, should also be applied to 
determine when a Uability is fixed or definite and thus includible in basis. In La Rue, the 
liabilities were not sufticiently fixed to be accrued as an expense, and tiierefore could not be 
included in basis. In the present situation, it is more likely than not that the future interest 
payments and the prepayment premium are similarly not sufficiently fixed to be considered a 
liability for purposes of Code Section 752. 
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fii Revenue Ruling 95-26, 1 995-1 CB 131 , the IRS concluded that a partnership 
obligation to return securities sold short creates a partnership liability for purposes of Code 
Section 752. The Ruling addressed each prong of the obligation/deduction-basis-capital test 
First it maintained that a slwrt sale created an obligation to return the sanniti^ borrowed to 
effect the sale. Second, the ruling maintains that tfie cash proceeds of the short sale create a 
partnership asset th^by increasing basis and bringing the obligation within the definition of 
liability based upon the logic of Revenue Ruling 88-77.^^ 

Rev. Rul. 95-26, suora. is distinguishable from the case of an above maitet 
interest or a contingent prepa}nrent penalty, because a short sale creates a fixed legally 
enforceable obligation to deliver securities. The creation of such a fixed and enforceable 
obligation, coupled with the receipt of sale proceeds by the partnership, therefore allowed the 
IRS to bootstrap itself into the conclusion reached by the Ruling. See, also Rev. Rul. 88-77, 
1988-2 CB 129, cited in the Ruling, that also involved fixed, legally enforceable obligations. As 
discussed above the obligation to pay interest arises over the term of the Loan and the 
p^ayment paialty is not fixed or legally enforceable until the election to prq>ay is madc.^^ 


Revenue Ruling 95*45, 1995*1 CB 53 applies a similar analysis to characterize the short-sale 
obligadoa of a shareholder who coiUributes its interest in the sales proceeds, in conjunction with a 
Code Section 35 1 iacoiporadon of a going business, as a liability for purposes of Code Section 
357 (which treats liabilities transferred in incorp<»8tions as taxable "booC to the extent m excess 
of the basis of the transferred property) and Co^ Section 35S (which treats trassfeired liabilities 
as naoney received in calculatiDg die basis of die (nnsfenx's stock). Applying the reasoning 
as in Revenue Ruling 95*2d, Revenue Ruling 9545 cites Deputy v. du Pont for the proposition 
that a short sale creates an obligation to return the bonowed securities. Because that obligation 
results in an increase in asset basis, die ruling concludes that the obligation constitutes a 
"liability," even though acknowledging diat the sales proceeds are not currently taxable. In 
contrast. Revenue Ruling 95-8, aldiough issued in conjunction with the other two rulings, bolds 
diat an exen^t organization's income fiom a short sale does not result in unrelated business 
taxable income under Code Section 51 1 from "debt-financed property" under Code Sections 
512^)(4) and 514(a) and 0>)- Its rationale is diat there is no "acquisition indebtedness" within 
section 514(c) because under Deputy v. du Pont 308 UB. 488 (1940) a short-sale obligatioa 
creates an "obligation" but not an "indebtedness." 

Rev. RuL 95-74, 1995-2 CB 36, die concluded that contingent environmental liabilities are 

not li^ilities for purposes of Code Section 358/357(c}, but, while admitting that the Uabiiities 

were not fixed or enforceable, the Ruling reached its conclusion by relying on Code Section 

357(cX3XA), which excludes deductible liabilities from Code Section 357(c). This Ruling could 

,be read as treating contingent liabilities as liabilities under Code Section 357(c) (and presumably 

the partiuiship analog of Code Section 752) unless they do not give rise to an asset, are 

deductibte, or otherwise fit within an excqition under Code Section 357(cX3). However, t*^ ooo 
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Based on the foregoing, it appears that the authorities specifically addressing the 
amount of a liability for purposes of Code Section 752 do not create a different standard 
regarding the existence of an obligation than the audiorities discussed in respect of general 
federal income tax principles, 

(iii) Summation 

In the instant case, Investor obtained die Loan from Bank diat included a premium 
payment in addition to the principal amount hivestor contributed the Loan proceeds, including 
the Premium, and additional amounts in cash subject to the Loan to Partnership.- Investor’s basis 
in its interest in Paitn^^p is a function of the amount of the cash contributed and the amount of 
the liability created by the Loan under Code Section 752. Based upon fee foregoing analysis in 
Sections (i) and (ii) hereof, it is more likely than not that the amount of the liability to be taken 
into account under Code Section 752 with reflect to the Loan is limited to its principal amount 
Consequently, it is more likely than not that Investor will not recognize gain on the transfer 
under Code Section 752 and that Investor’s tax basis in Investor’s interest in Partnership will be 
r^uced by the principal amount of the Loan to which the contributed property was subject and 
increased by Investor's share thereof. 


reading, is belied by t recent FS A in which the Service issue of nbether a contingeDt liability is the 
type of liability diat is to be taken into account for purposes of ULC. sections 3S7 and 358. 

However, because of the specific language of IJLC sections 357(cX3) and 358(d) (2). as 
interpreted by Rev. Rul 95-74, 1995-2 CJ3. 36, we do not believe that it is necessary to address 
this broader issue. That is, we will assume for purposes of the following discussion that such 
contingent liability is die type of liability to be taken into account currently under LR.C. sections 
357 and 358.^^" The FSA then goes on to analy^ die r^ligadons under Code Section 3S7(cX3)* 
However, this reading is belied by a recent FSA in vdiich the Service faced the issue of whether a 
contingent UabiUty is the type of liability diat is to be taken into account for purposes of liLC. 
sections 357 and 358. The FSA stated; 'liowever, because of the specific language of I.R.C. 
sections 357(c)(3) and 358{dX2), as iiderprctcdby Rev. Rul 95-74, 1995-2 C3. 36, we do not 
believe diat it is necessary to address this broader issue. That is, we will assume for purposes of 
the following discussion that such contingent liability is the type of liability to be taken into 
account cunendy under I JLC. sections 357 and 358." The FSA goes on to analyze the obligations 
under Code Section 357(cX3). See, 199905008 (10/29/98). Consequently, it appears that the 
Service has not reached dw conclusion that contingencies themselves do not keep the obligation 
fiom being a “liability” for purposes of Code Sections 357/752, 
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a- Treas. Reg. S1.6M2fc>m 

Treas. Reg. §l,61-12(cX2) provides that an issuer generally does not realize gain 
or loss upon the repurchase of a debt instrument. The t«in “r^urchase” includes the retirement 
of a debt instrument, the conversion of a debt instrument into stock of the issuer, and the 
exchange (including an exchange under Code Section 1001) of a newly issued debt instrument 
for an existing debt instrument. In the instant case: 

The debt instrument has not been retired; 

The debt instrument has not hoea converted into stock of the issuer; and 

The debt instrument has not been exchanged for purposes of Code Section 1 00 1 
(see discussion below reganling >^ether the transfer subject to the debt 
constitutes a modification that is treated as an exchange.) 


\ 


Consequently, it is more likely tiian not fiiat Investor’s contribution of cash 
subject to the Loan would not constitute arqrurchase of a debt instrument und^ Treas. Reg. 
§1.61-12(c)(2). 


b. Treas. Reg. Sl.1001-3 


A significant modification of a debt instrument will result in an exchange of the 
original debt instrument for a modified instrument The deemed exchange will be a realization 
event under Treas. Reg. §1.1001-l(a) and could potentially give rise to gain or loss, to 
cancellation of indebtedness income for the issuer, and/or to a change in accounting for interest 
■' on the new instrument.^* 


If sn assuiq;>tion of a debt instrumenl involves a modilicatioD that triggers an exchange under 
Code Section 1001, Treas. Reg. §l.l274o5(bXl)providesthatthe modification is treated as a 
separate transaction taking place immediately before the sale or exchange. In such case, Treas. 
Reg. §1.1 63-7(c) provides that if a debt instrument is repurchased in a debt-for-debt exchange, the 
repurchase price is foe issue price of foe hew debt instrument. In foe instant case that would be 
$100 million. Under Treas. Reg. § l.61-12(cX2Xu). the difference between such amount and the 
adjusted issue price of foe "old" instrument, which in foe instant case is $150 million, is discharge 
of indebtedness income. 
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Treas. Reg. §1.1001 -,3 provides a two-tier test to determine whether there has 
beai a deemed exchange of a debt instrument. Any alteration to the terms of a debt instrument 
must be tested to determine if a “modification” of the debt instrument has occurred. If so, the 
modification must then be tested to detemune whether it is “significant”. 

Under Treas. Reg. §1.1001-3(c)(lXi) a modification is broadly defined as any 
alteration, addition, or deletion of a legal right or obligation of the issuer or holder of a debt 
instrument whether evidenced by an amendment of the instrument, conduct of the parties, or 
otherwise.^^ Ur^er Treas. Reg. §1.1001-3(cXlXji)» however, provides that an alteration of a 
legal right or obligation that arises by operation of the terms of the instrument is generally not a 
modification. Such an alteration may occur automatically under the terms of the instrument or 
may occur as the result of the exercise of an option provided to an issuer or a holder to change a 
term of an instrument 

Under Treas. Reg, §1.1001-3(cX2) certain alterations are nevertheless 
modifications even though they occur by operation of the terms of the instrument. Among these 
is (i) an alteration that results in the substitution of a new obligor, the addition or deletion of a 
co-obligor, or a change in whole or in part in the recourse nature of the instrument, and (ii) an 
alteration that results fium the exercise of an option provided to an issuer or holder to change a 
term of the instrument, unless the option is unilateral and, in the case of an option exercisable by 
the holder, the exercise does not result in a deferral of or a reduction in any payment of principal 
or interest. Under Treas. Reg. §I.1001-3(eX4Xii)» the change ofan obligor on a nonrecourse 
obligation is not a "significant" modification that would result in a deemed exchange under 
Treas. Reg. §1.1001-3. 

The term "nonrecourse" is not defined in Treas. Reg. §1.1001-3. It is also not 
generally defined elsewhere in the Code or Treasury Regulations. However, in Raohan v. U.S .. 
759 F.2d 879 (Fed Cir. 1985), the Court distinguished between recourse indebtedness and 
nonrecourse indebtedness stating: 

Personal liability for a debt ("recourse indebtedness") means all of 
die debtor's assets may be reached by creditors if the debt is not 
paid. Personal liability is normally contrasted with limited liability 


Treas. Reg. §l.I001-3(c). 
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("nonrecourse indebtedness"), a^inst which a creditor’s remedies 
are limited to particular collateral for the debt. 

See also. Dakotah Hills Offices Limited Partnership v. CommV. T.C. Memo 198-134, citing 
I^han in footnote 5. A number of bankruptcy cases also adopt this definition. See, e.e.. In re 
Bucbferer. 216 B.R- 332 (EX). N.Y. 1997); fa re: Lindsey. Stephenson & Lindsey v. FDIC, 995 
F.2d 626 (5th Cir. 1 993). Consequently, it spears that the general definition of nonrecourse 
debt is debt pursuant to which die creditor's remedies are limited to certain assete of the borrower 
and the crMitor does not have die ri^t to go against all of the d^tofs assets. 

In the instant case, the Credit Agreement limifs the Bank's remedies to specified 
assets, i.c. the assets in the collateral account, both before and after the transfer by the Investor of 
assets to the Partnerahip subject to the Loan. In addition, under the Credit Agreement, assets in 
the collateral »:count in excess of those necessary to meet the loan-to-value ratio may be 
withdrawn fi:om the collateral account and, consequently cannot be reached by the Bank. 
Consequently, it is more likely than not that the Loan would be treated as a nonrecourse loan, 
bodi before and after the transfer. As a result, it is more likely toan not that thoe would not be a 
change in the recourse nature of the Loan so as to cause a modification treated as deemed 
exchange under Treas. Reg. §1.1001-3, and, allhou^the change in obligor resulting fiom 
transfer would be a modification, it is more likely than not that such change would not be a 
"significant" modification treated as deemed exchange under Treas. Reg. §1.1001-3. 

Under Treas. Reg. §l.l001-3(cK3) an option is unilateral ifunder the terms of the 
instrument or r^licable law (i) at tiie time, or as a result, of the exercise of the option the oth^ 
party does not have the right to alter or terminate the instrument or put the instrument to the other 
• party or a related party, (ii) the exercise of the option does not require the consent or the approval 
of the other party, a related person, or a court or arbitrator, and (iii) the exercise of the option 
does not require consideration (other than certain consideration that on the issuance of the 
instrument is de minimus or objectively det^mined). 

The Loan may require increases in collateral to maintain the requisite loan-to- 
value ratio, permits substitutions of collateral so long as such substitutions or additions are of 
property within permitted classes of collateral described in the Loan, and permits withdrawal of 
amounts m excess of the amount of collateral necessary to maintain the loan into value ratio. 

This situation is similar Example 2 of Treas. Reg. §1.1001-3(d), which states; 
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The original terms of the bond provides that the bond must be 
secured by a certain type of collateral having a specifiol value. The 
terms also reqiure the issuo’ to substitute collateral if the original 
collateral decreases. Any substitution of collateral that is required 
to maintain the value of the collateral occurs by opemtion of die 
terms of the bond and is not an alteration described in paragr^h 
(cX2) of this paragraph. Thus, such a substitution of collateral is 
not a modification. 

Based on the foregoing, it is more likely than not that incr^es in collateral to 
maintain the requisite loan-to-value ratio, substitutions of collateral, and withdrawals of 
coU^eral so long as such Editions, substitutions, or withdrawals are permitted under the Loan, 
such additions, withdrawals, or substitutions will not be treated as a modification under Treas. 
Reg. §1.1001-3, because the consent of the Bank is not required to make such additions or 
substitufions. 

D. Investor’s Tax Basis in Partnership Interest 

Code Section 722 provides, in general, that the basis of a partnership interest to the 
partner is equal to the amount of money plus the adjusted basis of the property contributed to the 
partnership, increased by the amount of gain, if any, recognized by the partner on the 
contributioa Consequently, the Investor's basis in the Partnership will be equal to the basis of the 
amount cash contributed, increased by the gain recognized, if any, on the contribution. 

Code Section 752(a) provides that any increase in a partner's share of the partnership 
liabilities or any increase in a partner's individual liabilities by reason of an assumption of a 
. partnership liability is treated as a contribution of money fiom the parmer to the partnership. 

Code Section 752(b) provides that any decrease in a partner’s riiare of the partnership 
liabilities or the assumption by the partnership of a partner’s individual liabilities is treated as a 
distribution of money fiom the partnership to the partner. 

Code Section 752(c) provides that for purposes of Code Section 752, a liability to which 
property is subject is considered a liability of the owner of the property, to the extent of the fair 
market value of such property. Treas. Reg. § 1 .752-3 provides that a partner’s share of 
nonrecourse liabilities equals the sum of: (1) the partner’s share of the partnership’s Code 
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Section 704(b) taxable gain; (2) the partner’s Code Section 704(c) minimum gain; and (3) tiie 
partner’s share of tiie partnership’s excess nonrecourse liabilities. 

Under Code Section 722, a partner’s basis in the partnership interest is increased by the 
amount of money and the adjusted basis of property other than money contributed by a partner, 
increased by the amount of gain, if any recognized by the contributing partner tq>on the 
contribution. Under Code Section 733, a partner's basis in the partnership interest is decreased by 
the amount of money and the adjusted basis of property other than money distributed to a partner 
other than in liquidation of the partner's interest 

Because as discussed above, it is more likely than not that the Loan would be considered 
a liability in the amount of its principal amount for purposes of Code Section 752, with the result 
that it is more likely than not that Investor’s basis in the Partnership would be reduced by such 
amount but would be increased by Investor's share, as determined under Code Section 752, of 
the liabilities of the Partnership, including the principal amount of the Loan. Under Treas, Reg. 
§l,752-l(f) these amounts are netted in determining the effect to Investor. 

El. Termination of Investor's Interest in Partnership: 

Investor’s Basis in Distributed Property 

1. Treatment of Investor and Fund 

When Investor withdrew from Fund, Investor received a liquidating distribution of 
Partnership assets equal to the then value of Investor's Partner^p interest Code Section 731(a) 
provides that a partner does not reco^iize gain on the distribution of property ffom a partnership, 
except to the extent that the amount of money received exceeds the partner’s adjust^ basis for 
partnership interest. Loss is recognized only if the property distributed consists solely of 
money, unrealized receivables and inventory. Code Section 73 1 (b) provides that a partnership 
does not recognize gain or loss on the distribution to a partner of property, including money. 
However, in 1994, Congress amended Code Section 731 to provide that the term "money" would 
include "marketable securities," which would include the financial instruments. On Investor's 
withdrawal from the Fimd, Investor received a distribution of cash and financial instruments. 

However, Code Section 731 (c)(3) provides that this specialdefinitionwillnot apply if 
the Fund is an "investment partnership" and each partner is an "eligible partner." Code Section 
731(cX3XC)(i) defines an "investment partnership" as any partnership that has never been 
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engaged In a trade or business and substantially all of the assets of which consists of money, 
stock, notes, bonds, debentures, interest rate, currency or equity notional principal contracts, 
forei^ currencies, and specified other marketable securities. An ’’eligible partner" is any partner 
who has not contributed to the partnership any property other than tibat described in Code Section 
731(cK3XC)(i). 

Because the Partnership is not engaged in any activity ofiier than investing in the types of 
securities listed in Code Section 731 (cX3XCXi)» distributions to Investor of financial 
instruments should not be considered money for purposes of Code Section 73 1 (a). However, 
Code Section 752(b) provides that any decrease in a partner’s individual liabilities by reason of 
assumption by the partnerahip of such liabilities riball be considered as a distribution of money to 
the partner by the partnerahip which, under Code Section 733, reduce the basis of the partner’s 
partnership interest See, Treas. Reg. §1.752-1(0- Under Code Section 752, the basis of 
Investor’s partnerahip interest is effectively the amount of the money contributed to the 
partnerahip reduced by the net liability relief (the difference between Investor’s Loan liability 
transferred to the partnerahip and Investor's share of the liability as a partner). Treas. Reg. 
§1.752-3 provides that a partner’s share of nonrecourse liabilities equals the sum of: (1) the 
partner’s share of the partnership’s Code Section 7040)) taxable gain; (2) the partner’s Code 
Section 704(c) miniraum gain; and (3) the partner’s share of the partnership’s excess 
nonrecourse liabilities. Accordingly, Investor’s basis from its cash contribution is reduced by tiie 
net amount of the Code Sections 752(a) and 752(b) adjustments.^ 

Consequently, because Investor’s tax basis in its Partnership interest exceeded the amount 
of cash distributed or deemed distributed under Code Section 752, it is more likely than not that 
Investor would not recognize gain on the distribution in redemption of Investor’s Partnership 
interest Furthermore, under Code Section 731(b), fiie Fund should not recognize gain or loss on 
the distribution in redemption of Investor's Partnership interest 


The principal amount of the Loan assumed by Partnership less (he share thereof aUocated to 
Investor pursuant to Treas. Reg. §1.752-3. 

Under Code Section 705(aX2), a partner’s basis is decreased (but not below zero) by the amount 
of cash distributed to him; die basis of any pixq>erty distributed to him by the partnership; and his 
distributive share of partnership losses and nondeductible expenditures of the partnership not 
properly chargeable to capital account Treas. Reg. §1.752'l(c) provides that any decrease in a 
partner’s share of partnership liabilities is treated as a distribution of money by the partnership to 
that partner. 


KyUBI/©7S2Vl 


XX-001896 



821 


BROWN & WOOD LLF 


2. Basis IP Distributed Property 

Upon a complete liquidation of a partner’s partnership interest. Code Section 732(b) 
provides that the basis of any distributed property is equal to the partner’s basis in its partnership 
interest immediately prior to tiie distribution, reduced by any actual cash received. Under Code 
Section 732(c), if the basis of the distributee’s partnership interest after reduction for any money 
received exceeds the partnership’s basis in distributed unrealized receivables and inventory, ea;h 
of &ese assets is allocate a basis equal to its basis to &e partnership and the balance of the 
partna’’s basis in its partnership interest is allocated to other distributed assets as foUo\^^: 

First, each other distributed asset is provisionally assigned a basis equal to its pre- 
distribution partnership basis. 

If the provisional bases so assigned are less than the remaining basis to be 
allocated, the excess basis is allocated first to increase the bases of any 
appreciated assets so as to reduce all differences between values and bases 
{noportionately, with any ronaining excess basis allocated to all other distributed 
assets in proportion to ftieir respective fair maiicet values. 

Based upon the forgoing, it is more likely than not that upon termination of Investor’s 
interest in the Partnership hivestor’s adjusted basis in its Partnership interest, plus or minus its 
allocable share of Partnership income or loss, is reduced by the amount of cash received and 
deemed received under Code Section 752 and die residual amount is allocated to the jQnancial 
instruments distributed under the methodology described above. 

3. No Adjustment to Partnership Assets 

'' The general rule is that a partnership does not adjust the basis of its remaining assets to 

reflect the distribution of property to a partner. Code Section 734(a). However, a special election 
is available under Code Section 754 that would allow such an adjustment The Partnership has 
represented that it not made this election, and thus will not adjust the basis of its assets to reflect 
the distribution to Investor of the foreign currency. 

In his budget proposal, the President has proposed to modify these rules by requiring a . 
partnership to adjust the basis of its assets following the distribution of property to a partner. The 
proposal would require the partnership to inCTease the basis of its remaining property by the 
excess of (1) the amount of money and the basis the property distributed, over (2) the amount by 
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which the distributee partner’s share of the partnership's basis in its assets and money is reduced 
by the distribution. The partnership would reduce the basis of its property by the excess of the 
amount in (2) over the amount in (1). 

Under the President's proposal, the adjustment to basis would be made to the basis of the 
partnership's nondepiwiable coital assets held after the distributionu The description of the 
proposal specifically notes that "unrealized rccdvables" are included in the temi nondepreciable 
cq)ital asset If the required positive basis adjustment cannot be made because the partnership 
does not own any ncmdepreciable capital assets, then the partnership will recognize a long-tenn 
capital loss. In the case of a required negative adjustment the adjustment is 6rst made to the 
basis of nondepreciable capital assets, and thra to the basis of other assets. If the partnership 
cannot make the mquiied adjustment because it has insuflicieDt basis in its assets, the partnership 
would recognize a long-term coital gain. 

Under the President's proposal, the proposed changes would be effective for distributions 
made after the date of enactment and, consequently, would have no effect on the transactions 
described hereia 

F. Disposition of Financial Instruments 

The financial instruments are capital assets in Investor's hands. Under Code Section. 
1001(a) a taxpayer- recognizes gain or loss from the sale of an asset equal to the diSerence 
betwe^ the taxpayer's adjusted basis in such asset and the amount realized by the taxpayer from 
its sale or other disposition. Under Code Section 1222(l)-{4), gain or loss from the sale or 
^change of a capital asset is a capital loss. Based on the forgoing, it is more likely than not that 
the amount of loss recognized by Investor on its di^sition of the financial instruments would 
constitute a capital loss. 


G. 


Other Tax Provisions and Judicial Doctrines 


Applicability of the Code Section 465 “At Risk” Rules 


Generally, &e “at risk” provisions limit the ability of certain taxpayers to currently 
deduct the losses attributable to certain activities to the extent those losses exceed the taxpayer’s 
‘‘amount at risk” in the “activity”. Code Section 465(a) provides that in tiie case of an individual 
engaged in ^ “activity” to which the section applies, any “loss from such activity” for the 
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taxable year shall be allow«i only to flie extent of the aggregate amount wth respect to which 
the taxpayer is “at risk for such activity” at the close of the taxable year. 


N 


The Code Section 465 “at risk” rules apply to individuals directly and to individuals in 
their capacity as partners in a partnership/* The “at risk limitation” of Code Section 465 does not 
^ly to a partnership, it applies to the partners/^ Consequently, the Code Section 465 “at risk” 
rules have potential j^plicability to Investor both with respect to Investor's direct investments 
and investments through Partnership. 

The detennination of the extent to which tfie taxpayer is “at risk” is made on the basis of 
the facts existing as of the close of the taxable >^ar. Prop. Treas. Reg. §1.465-l(a). That 
Regulation provides that the amount of the loss is allowed as a deduction only to the extent diat 
the taxpayer is “at risk” with respect to the activity at the close of the taxable j^ar. The 
determination of die amount the taxpayer is “at risl^ in cases vdiere the activity is engaged in by 
an entity separate fixim the taxpayer is made as of the close of the taxable ytsx of the entity 
unless otherwise stated. 

Accordingly, the analysis with respect to activities undertaken by a partnership is based 
iqjon viewing the partnership as a separate entity and making the determination of the amount “at 
risk” at the partner level. Prop. Treas, Reg. §1.465-41 uses the following example of a calendar 
year individual taxpayer and a partnership with a taxable year ending on June 30 to demonstrate 
an application of this concqjt: 

Example (5) . On July 1, 1976, C, along with many other persons, fonns 
partnenhip W. C is a calendar year taxpayer and partnership W is on a taxable 
year ending June 30. On July 1, 1976, C contributes $3,000 to W. On August 1, 

1976, W borrows a sum of money for which Cs allocable share of personal 
liability is $7,500. On October 1 , 1976, W borrows a sum of money under a 
nonrecourse financing arrangement with respect to which Cs allocable share is 
$10,000. On March 1, 1977, W repays a portion of the loan for whichC is 
personally liable, thereby reducing Cs personal liability to $6,000. Cs allocable 


Tlie “at risk" niles apply to trusts and estates as well Sec Code Section 542{aX2) and S. Rep. No. 
94-938, 94th Cong., 2d Sess. 48 (1976), 1976-3 C.B. at 86 (the “Senate Report”); see also Code 
Section 64 1(b) (the taxable income of an estate or trust is congjuted in the same manner as an 
individual). 

HR Rep. No. 432, 98* Cong., 2d Sess. 1597 (1984). 
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share of Ws losses for the taxable year ending June 30, 1977, is $13,000. On 
September i, 1977, C contributes unencumbered personal assets with an adjusted 
basis of $6,000 to W. On November 1, 1977, Wrqjays another portion of fee loan 
for which C is personally liable, reducing C's person^ liability to $5,000. On 
December 1, 1977, W repays part of the nonrecourse loan thereby reducing C’s 
allocable portion of fee amount outstanding to $8,000. The amount of loss 
deduction which C is allowed for 1977 is determined as follows; 



Amount at risk in activity as of 7/1/76 (prior to contribution) 
Plus; 

Contribution ~ 7/1/76 
Allocable share of loan 

Less; 

Allocable share of net reduction in personal liability 
Amount at risk in activity as of 6/30/77 


$0 

$ 3,000 
$ 7.500 
$10,500 


$ 1.500 

$9,000 


Although C’s allocable share of W’s losses for fee taxable year ending 
June 30, 1977, is $ 13,000, C's allowable loss deduction is limited to the amount at 
risk as of the close of the partnership’s taxable year. Thus, Cs loss deduction for 
the taxable year ending December 31, 1977, is $9,000. The $4,000 not allowed as 
a loss deduction in 1 977 will be treated as a deduction in 1 978. The fact that prior 
toDecemberSl, 1977, but after the close ofW’s taxable year on June 30, 1977, C 
made a contribution to W does not increase the amount of loss which C may 
deduct for 1977. That amount is limited to the amount C was at risk in the activity 
as of the close ofW’s taxable year. 

Prop. Reg. §1.465-39(c) further provides feat the amount a taxpayer is “at risk” in an 
levity “at fee close of a taxable year of the taxpayer” is determined by: 

Increasing fee amount “at rid^’ in fee activity by all factors 
occurring during the taxable year which increase the amount at 
riskj and 

Decreasing fee amount “at risk” in fee activity by all factors 
occurring during fee taxable year which decrease fee amount “at 
risk”. 

In fee above example, the “loss from the activity” was a loss generated by a partnership 
with a June 30 taxable year feat overlapped fee taxable year of the individual. In fee instant case, 
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Partnership redeemed Investor's Partnership interest during the taxable year of hivestor.^^ 
Furthermore, Partnerehip generated a loss from its activity. As discussed below, Investor's 
Partnership interest is part of Investor's existing portfolio of investments, which should constitute 
an "activity" under Code Section 465(bXl). Accordingly, the determination of wdiether there is a 
"loss from the activity" would be based upon the income or loss derived from Investors 
investment portfolio during the taxable year, including Investor's loss on the redemption of its 
Partnership interest ^ Furdiermore, to die extort a loss was generated from the activity of the 
Partnership, the Partnership's activities will be treated as a separate activity for purposes of Code 
Section 465. 

From a Code Section 465 perspective, the assets distributed to hivesto/® upon liquidation 
in a non-taxable transaction were withdrawn from the “old activity” being ui^ertaken by 
Partnership and contributed to a separate existing “activity” being undertaken by Investor. 
Accordingly, the determination of the extent to whidi the taxpayer is “at risk” with roipect to 
Investoi^s investment portfolio is made on the basis of the facts existing as of the close of the 
taxable year of Investor. Consequently, die activity xmdertaken through a separate entity. 
Partnership, during the taxable year is not impacted by the Code Section 465 “at risk" limitation 
rules, unless Partnership itself generated a loss on its investment activities. 

a. Activities Sabfect to the Code Section 465 Rules 

Code Section 465(cXl) origmaUy rqjplied to four types of activities: holding 
producing, or distributing motion picture films or video tapes; farming; leasing certain tangible 
personal property; or exploring for, or exploiting, oil and gas resources. Congress extended the 
application of the “at risk” rules in 1 978 to exploring for, or exploiting, geothermal deposits and 
m each activity engaged in by the taxpayer in canning on a trade or business or for the 


Since lovestor is a disregarded eoHty for federal tax purposes, refereoces to Investor shall include 
its single member for purposes of this section of the opiirion. 

The '‘activity* being undertaken by Investor tiirough a separate legal entity (as die conc^t of 
separate legal entity is used in Prop. Reg. $ I.465-t(a)) effectively terminated at the date of the 
redenption of its interest 

Since Investor is a disregarded entity for federal tax purposes, references to Investor shall include 
its single member for purposes of this section of the opioioa. 
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production of income not described in Code Section 465(cXl). See, Code Section 465(c)(1)(E); 
Code Section 465(c)(3). In 1986, the “at r^k” rules were extended to cover real estate. 


In ^plying the “at risk” rules, a two-stq) analysis is required. The scope of an 
activity must be first defined and then it must be determined whetiier separate activities should 
be aggregated or segregated for purposes of applying the “at risk” rules. The Code Section 465 
Proposed Regulations provide only limited guidance regarding how to determine the scope of the 
activitiw in which a taxpayer is engaged. If two activities are interrelated, it is not clear whether 
there are two activities or only one. 

Code Section 465(cX3) applies to each activity engaged in by the ta^qjayer in 
carrying on a trade or business or for the |»x>duction of income. Althou^ a partnership itself is 
not subject to the “at risk” rules, the nature of any activity involving a partner is determined at 
tiie partnerehip level. Investor engages in its activity with respect to the investments made by 
Partnership for the production of income. Thus, the “at risk” activity of Investor includes its 
investments through Partnership. In addition. Investor invests directly in marketable securities 
and otiier financial instruments on its own account, hivestor’s direct investments in marketable 
securities and other financial instruments also constitute an “at risk” activity. Accordingly, 
Investor’s investment portfolio consists of a combination of Investor’s direct investments and 
investments through Partnership. By design, Investor’s investment strategy necessitates an 
integration of risk positions with respect to the all investments composing the portfolio in order 
to optimize investment returns. Accordingly, in an economic sense Investor’s investment 
activities are interdependent and integrated. 

However, for purposes of Code Section 465 Investor’s direct investments activity 
and its investment through Partnership would constitute two separate “at risk” activities. With 
respect to carrying on a trade or business under flie Code Section 465(cX3) rules, if a taxpayer 
actively participates in the management of such trade or business, then all activities comprising 
the trade or business are aggregated for purposes of the “at risk” rules. Code Section 
465(c)(3)(B). No such rules are provided for the production of income, hi addition. Code Section 
465(c)(3)(C) provides that activities are aggregated or treated as separate activities as Treasury 
prescribes by Regulations. No such Regulations have been proposed or adopted since enactment 
of the provision in 1978. 
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Until such time that Regulations are released defining parameten for ag^gation 
and segregation of activities relating to &e production of income it is more likely than not that 
Investor would be permitted to combine all directly-held investment activities undertaken 
pursuant to an integrated investment portfolio strategy into one activity. Because Prop. Treas. 
Reg. §1.465-!(a) treats partn«^ps as a sq}aiate «itity for purposes of applying toe “at risk” 
ru!^, we believe that toe intended treatment of activities undertaken by partnerships is to view 
such activities as separate fe>m related activities undertaken directly by toe individual partner. 
Accordingly, to toe extent that Partnership incurred a loss in its investment activities, Investor’s 
allocable share of such loss will be allowed to the extent of Investor's at-risk amount with respect 
to toe Partnership. Furthermore, Investor’s interest in Partnership was liquidated before the end 
of its taxable year. The assets withdrawn from that activity upon liquidation were contributed to 
toe investment activity being undertaken by hivestor on its own account. Accordingly, because 
Investor was then oigaged in only one activity, investment activities on its own account, it is 
more likely than not that Investor’s at-risk amount with respect to its directly held investments is 
detennined by aggregating all of its directly held investment activities. 

b. Amount “At Risk” 

For purposes of Code Section 465, a taxpayer is considered “at risk" for an 
activity with respect to the amount of money and the adjusted basis of other property contributed 
by the taxpayer to the activity and the amount borrowed for use in an activity to toe extent that 
toe taxpayer is personally liable for repayment of such amount or has pledged property, other 
than property used in toe activity, as security for such borrowed amount (to the extent of the net 
fair maricet value of the taxpayer’s interest in such property) . Code Sections 465(b)(1) and (2). A 
taxpayer is not considered “at risk”, however, with respect to amounts protected against loss 
through nonrecourse financing, guarantees, stop loss agreements, or other similar arrangements. 
Code Section 465(b)(4). 

An amount borrowed is not “at risk” with respect to an activity if the amount is 
borrowed from any person who has an interest in the activity (other than an interest as a creditor 
in the activity) or from a related person to a person (other than the taxpayer) having such an 
interest. Code Section 465(b)(3). This rule applies with respect to any activity engaged in by toe 
taxpayer in carrying on a trade or business or for the production of income only to the extent 
provided in Treasury Regulations. Code Section 465(c)(3)(D); Alexander v. Comm'r. 95 T.C. 
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467, rev*g on motion for reconsideration, T.C Memo 1990-141. No such Regulations have been 
proposed or issued. 

A taxpayer’s amount “at risk” in a partnership is increased by the amount of the 
partner*s distributive share of taxable and tax-exempt income generated from the activity.'*^ Code 
Section 465{bX5) provides that if in any taxable year the taxpayer has a loss from an activity to 
which Code Section 465 applies, the amount with respect to wdiich a taxpayer is considered to be 
“at risk” in suteequent taxable yean wife respect to that activity is reduced by that portion of fee 
loss which is allowable as a deduction. 

The legislative history underlying fee enactment of Code Section 465 provides 
feat the “at risk” amount for a partner is computed wife reference to fee basis of the partner’s 
partnership interest^^ The close and substantive linkage between Code Sections 752 and 465 is 
corroborated in PLR 9036013 (6/8/90) where the IRS stated that the economic risk of loss 
analysis of Code Section 752 applied to determine partner’s “at risk” amounts. 

In Follender v. Commy. supra, fee Tax Court rejected the IRS's position that 
inqwsed present value concepts on fee “at risk” rules imder Code Section 465. Based upon the 
lack of support in the le^slativc history or fee statutory language of Code Section 465, the Tax 
Court refused to find an “implied limitation of fee borrowed amount to present value," observing 
feat ^‘Congress has been explicit in the areas it has chosen to require present value calculations.” 
The court further stated feat “the statute does not allow for present value calculation, expressly or 
implicitly." Accordingly, the amount of debt contributed to an activity is fee “face” amount of 
fee debt, the principal payable.** 


I^p. Treas. Reg. Sections 1 .465-22, 1.465-23, and 1.465-66. Sec a 
T.C. 448 (1989), (ta^qsayer's ''at lisk" amount incxeased to extent the taxpayer recognizes income 
with respect to the activity) and Allen v. Conna'r. 55 T.C.M. (CCH) at 688 (1988), (gain 
recognized on fee disposition of fee activity or an interest in fee activity increases fee taxpayer’s 
amount "at risk”). These adjustments reflect fee £ict feat fee “at risk" amount is determined in a 
manner consistent wife fee determination of fee tajquyer’s adjusted basis, except diat certain 
nonrecourse debt amounts and amounts protected against loss are not included. See fee Senate 
Rqrort at 50. 

S. Rep. No. 938, 94* Cong., 2d Scss. 30 n-8 (1976) 

As previously discussed, fee application of fee tune-value-of money concepts in fee Code Section 
465 context parallels fee base Code Section 752 logic. In fee Code Section 752 context, time- 
value-of money concepts axe oirly applied in two defined situations: (1) a special rule for 
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There are two general areas of divergence in the application of the principles of 
the Code Section 465 at risk rules and the Code Section 704(d) partaership loss allowance rules. 
The first difference is that a partner can acquiie basis through nonrecourse financing for Code 
Section 704(d) purposes; whereas, undw Code Section 465(b)(4) nonrecourse financing is 
generally imufficient to create an amount at risk for Code Section 465 purposes. Swond, in the 
event a partnership interest is sold and the selling partner has suspended, unallowed Code 
Section 704(d) losses, subs^juent g^ on foe sale of the partn^ship interest can not be used to 
free-up foe Code Section 704(d) loss carryover amount The partnership’s liable year closes 
with respect to the selling partner under Code Section 706(cX2)(A) and the basis for the 
partner’s partnership interest at that date is zero/’ This can be contrasted with foe Code Section 
465 rules which allow an ofiset of losses suspended under Code Section 465 against income 
from the sale of a partnership interest, as such income is treated as “income fiom the activity.” 
Pmp. Treas. Reg. §1.465-66(a). In effect, foe Code Section 465 limitation ^li^ at the partner 
level, wlule the Code Section 704(d) limitation isol^des foe disallowed loss at the partnership 
level.^° 




With respect to the instant case, the determination of foe extrait to which Investor 
is “at risk” is made on the basis of the facts existing as of the close of Investor’s taxable year. M 
the close of Investor’s taxable year, fovestorhad liquidated its interest in Partnership in a non- 
taxable transaction dsdrtbe investment ass^ distributed to Investor were contributed to its 
existing activity consisting of directly-held investment assets. Accordingly, in determining the 
amount “at risk,” the analysis should effectivdy track the assets distributed to Investor as 
liquidating distributions. Such assets were contributed to the investment activity being 
undertaken by Investor on its own account. 



Based on the foregoing analysis, it is more likely than not.that Investor’s Code 
Section 465 “at risk” amount for its taxable year ending December 3 1, 1999, includes Investor’s 


nonrecourse liabilities with interest guaranteed by a partner and (2) with respect to an 
unreasonable delay of a partner’s obligation to make payments to the partnership. 



In Sennett v. Conun’r. 80 T.C. S2S. aCPd per curiam. 752 F2d 428 (9*Cir. 1985), the Tax Court 
concluded that a partner’s suspended Code Section 704(d) deductions expire upon the sale of his 
partnership interest. 

The underlying logic is that at the point that an investor terminates its entire interest in an 
investment. Code Section 465 should not preclude deduction of any suspended losses. 
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cash contribution to Partnership reduced by the amount of nonrecouree debt as described above, 
i.e. the Premium, plus or minus its allocable share of Partnership income or loss. 

2. Application of Code Section 469 

Conceptually similar to the application of the Code Section 465 “at risk” rules, the 
passive activity loss rules of Code Section 469 do not apply directly to partnerships or S 
corporations, but (as a result cf the entity’s flow-through nature) apply to the partners or 
shareholders. Prop. Treas. Reg. §1.465-66(a). Thus, 0>de Section 469 should apply to Investor. 

The aggregate amount of deductions disallowed for the taxable year under Code 
Section 469 is generally equal to a net amount designated as the “passive activity loss.” A 
taxpayer’s passive activity loss for any taxable year is the excess of the taxpayer’s passive 
activity deductions for the taxable year over the taxpayer’s passive activity gross income for the 
taxable year. Treas. Reg. § 1 .469-2T(bXl). Under the Regulations, in order to compute a 
taxpa;^’s passive activity gross income and passive activity deductions, the taxpayer must first 
detenninc the items of gross income a passive activity” and the items of deduction that 

“arise in connection with a passive activity.” 

Code Section 469(c) states that for purposes of this section the term “passive 
activity” means any activity which involves the conduct of any trade or business in which the 
taxpayer does not materially participate.^* Code Section 469(cXti) further provides that, to the 
extent provided in regulations, the tenn “trade or business” includes any activity in connection 
with a trade or business or any activity wiUi respect to which expenses are allowable as a 
deduction under Code Section 212. Treas. Reg. §1.469-I(eX2) and 1.469-4(b)(l)(i) provide that 
the term “trade or business activity” includes any activity that involves the conduct of a trade or 
business within the meaning o f Code Section 1 62. 

To date, no Regulations have been issued with respect to “any activity with respect to 
which expenses are allowable as a deduction under Code Section 212.” However, Treas. Reg. 
§1.469*lT(e)(6) provides that the activity of trading personal property for the account of owners 
of interests in the activity. is not a passive Mitivity, regardless of whether the activity is a trade or 


Under Code Section 469(hX2), a limited partner is presumed not to materially participate in a 
limited partnership. 
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business and regardless of a partner’s level of participation. Treas. Reg. §1.469-lT(eX6) 
provides an example of “trading for the account of owners of interests in the activity.” This 
example indicates that a partnership’s trading activities consists of “trading for the account of its 
partners” where the coital employed by the partn»ship in the trading activity consists of 
amounts contributed by the partners in exchange for their partnership interests. 

The term ‘personal property” is defined in the regulations to have the same meaning as 
under Code Section 1 092(d), but without regard to Code Section 1092(dX3) which generally 
excludes stock from the definition. Under Code Section 1092(d), personal property means any 
personal property of a type vdiich is “actively traded.” Treas. Reg. § 1 .1092(dXl) fiirther 
provides that actively traded personal property includes any personal property for which there is 
an established financial maiicet. An established financial martcet includes an interdealer market 
The regulations defines an interdealer market as being characterized by a system of general 
circulation that provides a reasonable basis for determining current fair market value (e.g., 
Reuters screen quotations of indicative terms). Presidio has rqjresented th^ the contracts 
enters into by Partnership would be considered actively traded based iq)on the above definition 
of established financial market 

With respect to the instant case, Investor’s participation in the Partnerslup will constitute 
an activity that is not a passive activity based rqwn the exception for the “activity of trading 
posonal property for the account of owners of interests in the activity” described in Treas. Reg. 
§l,469-lT(e)(6). Accordingly, the income (or loss) generated by Partnership should not be 
subject to the limitations under Code Section 469. It is more likely than not that such conclusion 
should extend losses fix>m the disposition of any property received upon liquidation of Investor’s 
. partnership interest since the assets were not used in a passive activity. 

3. Application of Anfrabuse Rule under Treas. Reg. S1.1275-2fg) 

Tbe anti-abuse rule of Treas. Reg. §1.1275-2(g) provides that if a principal purpose in 
engaging in a transaction is to achieve a result that is unreasonable under Code Sections 1 63(e), 
1271 through 1275, or any related Code Section, the Commissioner can apply or depart fix)m the 
Regulations to achieve a reasonable result. Whether a result is considered unreasonable will 
depend upon the facts and circumstances surrounding the transaction. A significant fact in 
making this determination will be whether the treatment of a debt instrument is expected to have 
a substantial effect on the issuer’s or holder’s U.S. tax liability. A result will not be considered 
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unreasonable, however, in the absence of an expected substantial effect on the present value of 
the taxpayer’s tax liability. 

The anti-abuse rule provides three samples of the application of its p^ciples. The 
examples illustrating the anti-abuse rule focus on the following situations; 

(i) Use of the option rules in Treas. Reg. §1.1272-l(cX5) to limit the holder’s interest 

income includible in the period prior to the call date; ^ 

(ii) Use of a contingent paymrat debt instrument to substantially reduce the holder’s 
interest income by virtue of theapplication of Treas. Reg. §1.1275-4{c); and 

(iii) Use of a convotible debt instrument to avoid ordinary issue discount. 

None of the examples are on point with the facts in the instant case. The facts of the 
instant case can be distinguished from the exan^les illustrating abuse since the issuer properly 
amortizes the loan issuance premium into income as an offset to its otherwise allowable interest 
expense deductions; and similarly, upon repayment of the loan, income or deduction is properly 
computwi under the provisions of Treas. Reg. §1.163-13 and Treas. Reg. §1.61-12, respectively. 

No authority exists applying the anti-abuse provisions to a case outside of die example 
provided in the Regulations. Thus, no guidance exists outside of the Regulation examples to 
ai^ly the anti-abuse rules to the facts of the instarrt case. In analyzing whether the tax 
consequences contained herein are unreasonable under Code Sections 163(e), 1271 through 
1275, or any related Code Section, it is useful to determine how a different application of the 
rules might result in a more reasonable calculation of the present value of the issue’s tax 
liability. For example, the IRS may apply the anti-abuse rule to change the manner in which the 
issuer computes: 

(i) The issue price of the loan; 

(ii) The accrual of interest expense and amortization of loan premium; and 

(iii) The income or deduction upon retirement of the loaa 

It is unlikely the IRS could apply the anti-abuse rule to change the issue price of the loan 
since the issue price is a statutory detemunation under Code Section 1273(b)(2), and the IRS has 
no authority under the anti-abuse regulations to dqiart from the statute. 
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However, if the IRS were to change the issue price of the loan, such change would have 
the effect of underetating or overstating the proper measurement of taxpayer’s interest expense 
under the constant ^eld method prescribed under the OID rules and Regulations. This 
misstatement would occur due to the difference in the loan’s stated interest rate and prevailing 
market rates. 

Furthamore, any increase or decrease in the issue price would impact the calculation of 
income from the discharge of indebtedness or renurchase premium deduction upon retirement of 
the loan. An increase by the.lRS in the loan’s issue price would increase the accrued interest 
expense during the loan term, but decrease tfie repurchase premium in the year paid. Similarly, a 
decrease in the loan’s issue price by the IRS would decrease the accrued inter^t e:q>ense during 
the loan term, and increase the Partnership’s repurchase premium deduction in the year the loan 
is paid. As a result, it appears unlikely that the IRS could apply the anti-abuse rules to the facts 
of the instant case to achieve a more reasonable tax result. 

Based on the existing authority, and flie facts and circumstances of tiie existing case, we 
are of the opinion that it is more likely than not that the described tax consequences of Investor’s 
issuance of flic debt instrument will not have a substantial effect on the issuer's U.S. tax liability 
that could be construed as unreasonable in of the purposes of Code Sections i63(e), 1271 

through 1275, or any related Code Section. 

4. Application of Partnership Aafrabuse Rules 

In December 1994, the IRS issued Treas. Reg. §1.701-2 (the "Anti-Abuse Regulations") 
in an effort to stop what it perceived were abuses of the partnership form. These Regulations 
• Consist of two broad rules: the "abuse of subeb^ter K rule" and the "abuse of entity rule." 

Notwithstanding literal compliance with the Code and Regulations, the IRS is authorized 
to recast the transaction for federal tax purposes as it deems appropriate if the requirements of 
the anti-abuse Regulations are satisfied. The IRS can (1) disregard the partaCTship in whole or in 
part; (2) treat one or more partners as not partners; (3) adjust the method of accounting used by 
the partnership or a partner to clearly reflect the partnership's or the partner's income; (4) 
reallocate the partnership's income, gain, loss, credit, or deduction; or (5) otherwise adjust or 
modify the claimed tax treatment Treas. Reg. §1.701-2(b). 
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a. Validity of the Regulations 

These Regulations were severely criticized by practitioners and commentators 
when they were adopted as being invalid, and the controversy has not be^ resolved. It is 
rrasonable to believe that the validity of these Regulations will be challenged in court 

The commentators have argued that the Regulations are invalid because they are 
vague and lack clear and workable standards.^ The language of the Regulations is exceedingly 
bread, and even the inclusion of examples in the final Regulations does not help to elucidate the 
meaning of the broad terms. Further, it has been argued that the Regulations are invalid as they 
were adopted in violation of Executive Order 12866. This Executive Order ^plics to all 
significant regulatory actions, which includes a Treasury Regulation, that is likely to result in a 
rule that may (i) have an annual effect on the ccoiK>my of $ 1 00 million or more; (ii) adversely 
affect in a material way the economy or a sector; or (iii) raise novel legal or policy issues. The 
partnership anti-abuse Regulations satisfy each of tiiese requirements. 

Commentators have also asserted that the Regulations are invalid because they are 
an uncoiatitutional usurpation of legislative and judldal powers. The Regulations grant the IRS 
the power to disregard the language of the statute when literal compliance with specific 
provisions is not consistent with the "intent" of subchapter K, and then creates that intent without 
rei)dng on anything of Congressional ori^ hi adopting subchapter K as part of the Internal 
Revwiuc Code of 1 9S4 Congress specifically considered and rejected the type of tax avoidance 
test that spears in the Regulation. See, S. Rep. No.938, 94th Cong., 2d Sess 100 (1976). The 
courts have held that the IRS does not have the authority to disregard statutory provisions merely 
to reach the result that the IRS desires. See, Crooks v. Harrelson. 282 U.S. 55 (1930); Comm'rv. 
^rown. 380 U.S. 504 (1940); Basse v.U.S.. 479 F2d 1 147 (7th Cir. 1973); Woods Investment 
Co. V. Commy. 85 T.C. 274 (1985). See also, RLC Industries Co. v. CommV. 98 T.C. 457 
(1992), afTdSS F3rd413 (9th Cir. 1995). Furthermore, the Regulation attempts to supersede the 
statute and add lostrictions not found in subchapter K. 


Sce, e.g., McKee, si^ra, at HI. 05; BanofT, Anatomy of an Anti-Abuse Rule: What's Really Wrong 
with Reg. §1.701-2, 66 Tax Notes 1859 (March 20, 1995); Gouwar, The Prt^osed Partnership 
•Anti-Abuse Regulation: Treasury Oversteps Its Audwrity, 1 1, No.4 Journal of Partnwsh^ 
Taxation 287 (Winter 1995). 
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Moreover, the Regulation is not based on any specific legislative grant of 
audiority. Consequently, the Regulation would appear to be invalid under Chevron USA. Inc, v. 
Natural Resources Defease Council. Inc.. 467 U.S. 837 (1984) and Rowan Cos. V.U.S.. 452 U.S. 
247 (1981). The Regulation usurps judicial power by granting the IRS the power to apply the 
substantive law on a case by case basis, which is a judicial function. The courts are thus 
relegated to the role of detemuning whether the IRS has abused its discretion, rather than hearing 
the case de novo wh^e the IRS and the taxpayer are on an equal footing. 

b. Abnse of Subchapter K Rule 

Treas. Reg. §1.701-2(b), the abuse of subch^terK rule, provides that: 

If a partnership is formed or availed of in connection with a 
transaction a principal purpose of which is to reduce sd3StantiaUy 
the present vdue of the partners’ aggregate federal tax liability in a 
manner that is inconsistent with the intent of subchapter K, the 
Commissioner can recast the transaction for federal tax purposes, 
as appropriate to achieve tax results that axe consistent witii the 
intent of subch^ter K, in li^t of the ^plic^le statutory and 
regulatory provisions and the pertinent fects and circumstances. 

Thus, two requirements must be met to invoke this rule: a principal purpose of the 
transection must be to reduce the present value of the partners' aggregate tax liability, and the tax 
reduction must be inconsistent with the intent of subchapter K. 

c. Intent of Subchaoter K 

‘ ' The Regulations state that the intent of subchapter K is to permit the conduct of 

business and investment activities without incurring an entity level tax. Treas. Reg. §l,701-2(a) 
then provides that the following reqwemenls are implicit in the intent of subchapter K: 

1. The partnership must be bona fide and each partnership transaction or series of 
rekted transactions must be entered into fc«r a substantial business purpose.^^ 


Sec, Statement of John Rooney, attorney advisor in the Treasury’s Office of Tax LegislatiYe 
CaiDsel to die ABA Tax Section on January 29, 1995, rqirintcd in Sheppard, 66 Tax Notes 776, 

778, that "[s]ubstantial business purpose ar^ princ^ purpose of tax avoidance cannot co-exist" 
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2. The form of each partnership transaction must be respected under subst^ce over 
form principles. 

3. The tax consequences to each partner of partnership operations and of 
transactions between the partner and partnership must accurately reflect the 
partners’ economic agreement and clearly reflect the partneis' income. 

However, because certain provisions of flie Code and Regulations were adopted 
for administrative convenience and other policy objectives, this test will be satisfied if the 
ultimate results are clearly contemplated by that provision. 

the first implicit intent of subchapter K, that a partnership is bona fide and that 
transacfions be entered into for a business purpose, seems to be a restatement of well established 
principles. See, e.g., Conun'r v. Culbertson. 337 U.S. 733, 74 1 (1 949), Helveriag v. Gregory. 69 
F. 2d 809 (2d Cir. 1934), and Rice’s Toyota World, Inc, v. CommV. 752 F.2d 89, 91 (4th Cir. 
1985). However, the Regulations do not elaborate on what is meant by these terms, and alsio 
insert the term "substantial" in the business purpose requirement Culbertson held that a 
partnership would be respected for tax purposes if the parties had joined together to jointly 
conduct a business and share the profits. As Justice Fraiflcfurter expressed in his concurring 
opinion: 

In plain English, if an arrangement among men is iK)t an 
arrangement which puts them all in the same business boat, then 
they cannot get into the same boat m^ly to seek the benefits of 
[partnership tax provisions]. But if they are in the same business 
^ boat, although they may have varying rewards and responsibilities, 

they do not cease to be in it when the tax collector appears. 

337 US. at 753. 

The determination of whether the abuse of subch^ter K rule is applicable is 
based on all of the facts and circumstances, including a comparison of the business purpose for 
the transaction and the tax beiiefit. Treas. Reg. §1 .701-2(c) contains a non-exclusive list of 
factors that indicate, but do not establish,,that a partnership was formed or availed of with a 
principal purpose of tax reduction in a manner inconsistent with the intent of subchapter K. The 
factors are: 
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f l . The present value of the partners’ aggregate federal tax liability is substantially 
less than had the partners owned the paitnCTship's assets and conducted the 
partnership's business directly. 

2. The present value of the partners’ aggregate federal tax liability is substantially 

less than if purportedly separate transactions dial are designed to achieve a 
particular end result are treated as steps in a single transaction. For example, the 
analysis may show that that it was contemplated that a partner who was necessary 
to achieve die intended tax results and whose interest was liquidated or disposed 
of would be apartn^. only, temporarily in order to proyide the tax benefite to the 
. . femaining partners. 

3. One or more partaers who are necessary to achieve the claimed tax results either 
have a nominal interest in the partnership, are substantially protected horn any 
risk of loss from the partnership's activities, or have little or no participation in the 
profits fix)m the partnership's activities other than a preferred return in the nature 
of a payment for the use of capital. 

4. Substantially all of the partners are related. 

5. Partnership items are allocated in accordance with the literal language of Treas. 
Reg. §§1.704*1 and 1.704-2 but the results are inconsistent with the purpose of 
Code Section 704(b). 

6. The benefits and burdens of owneiship ofproperty nominally contributed to the 
partnership are in substantial part retained by the contributing partner. . 

7. . The benefits and burdens of ownership of partnership property are insubstantial 

part shifted to the distributee partner Itefore or after the property is actually 
distributed to the distributee partner. 

X 

These factors are difficult to apply, cvra with the aide of the examples. The first 
factor app^rs to be a restatement of the substantiality test of Treas. Reg. §1.704-l(b)(2)(iu). In 
the install case, it is difficult to determine how the activities within and without the Partnership 
would be characterized in order to apply this test. 

The second factor spears to be a restatement of the "end-result" formulation of 
the step transaction doctrine. As discussed below, each transaction was undert^en for 
independent reasons, no step was dependent on another step, and you were at risk with respect to 
tsch transaction. Consequently, this factor should not be present 
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The third factor is not present in this ca^, as no partner has a nominal interest in 
the Partnership. Treas. Reg. §1.701-2(dXl), Ex. 1 holds that a 1% interest in a partnership is not 
nominal. All of the members of the Partnership have interests significantly in excess of 1%. 
Further, each member shares proportionately in all items of Partnerahip income, gain or loss, and 
no partner is substantially protected fixim risk of loss from the partnership's activities. 

The fourth factor is not applicable with respect to Investor. We have been 
informed that Investor is not related to the other partners. 

The fifUi factor relates to the allocation of partnership income. Each item of 
Partnership income, gain, loss, or deduction will be allocated in accordance with the intemsts m 
file Partnership, and each partner's capital accoimt will be appropriately charged. There wU be 
no sp«:jal allocations of any item of income, gain, loss, credit, or deduction. 

The sixth factor is also not preset in this case. There is no property that has been 
"nominally" contributed to the Partnership by any partner. Further, all property contributed to the 
Partnership is owned by the Partnership, and no partner has in substantral part retained the 
benefits and burdens of ownership of the contributed property. Any assets that you receive from 
the Partnership will not be the same assets that you contributed. 

Finally, seventh factor is also not present The benefits and burdens of ownership 
of Partnership property will not be shifted to any distributee partner before the property is 
actu^y distributed. 


d. Abuse of Entity and Comparable Common Law Approach 

The other part of the anti-abuse Regulations, the abuse of entity rule, is found in 
Treas. Reg. §1.701-2(e). This Regulation provides that the IRS can treat apartnership as an 
ag^gate of its partners "as appropriate to carry out the purpose of any provision" of file Code or 
Regulations. However, fius rule will not apply to the extent that (a) a provision of the Code or 
Regulations prescribes the treatment of a parhieTship as an entity and (b) entity treatment ^d the 
ultimate tax results, taking into account all the relevant facts and circumstances, are clearly 
contemplated by that provision. Thus, under Treas, Reg. § 1 .70I-2(eX2) a partnership may not be 
so disregarded when a provision of the Code prescribes entity treatment for such apartnership 
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and fliat treatment and the ultimate tax r^lts, taking into ^ount all relevant facts and 
circumstances, are clearly contemplated by that provision. 

Although there is no autiMiity in point, as discussed above, the partnership 
provisions themselves (including the Treas. Reg. §1.701-2(a) intent of subchapter K anti-abuse 
rules) contemplate the use of a partnership as a vehicle to pennit taxpayers to conduct joint 
activities; Code Section 722 by its terms contemplates a that a partner's tax basis in the partner’s 
partnoship interest is determined with reference to the tax basis of property contributwi by the 
partner, and the partnemhip provisions contemplate that there can be dispariti^ betweai a 
partner's tax basis in its partnership interest and the pa^ersfaip's tax basis in its ^sets (see, e.g., 
Code Section 754). Furthermore, the examples contained in Treas. Reg. §1.702-l(^ relate to the 
use of the partnership to gain advantage of its entity status outside of subchapter K. 

it should be noted that the IRS has also attempted to disregard a partnoiship under 
common law doctrines although a valid partnership was formed imder local law. In CommV v. 
Culbertsoa supra, the Court st^cd that whether a partnership radsted for tax purposes depends 
on "whether the partners really and truly intended to join together for the purpose of carrying on 
the business and sharing in the profits and losses or both." 

In PLR 9914006 (12/23/98), a Unuted liability company ("LLC") was owned by a 
partnership and a corporation all of the stock of which was owned by the partnership. Under the 
LLC agreement, the corporatioii was not entitled to receive any distributions, and did not receive 
any allocations of income, gain, profit, loss, deduction, credit, or other amount fiom the LLC. 
One of the issues in the ruling was whether the LLC was a partnership for tax purposes. The IRS 
cited Culbertson, supra, and CommV v. Tower. 327 U.S. 280 (1946) for the general principles to 
determine if a partnership exists. The ruling states that "The primary inquiry is whether the 
parties intended to Join together to operate a business and share in its profits and losses." Because 
the corporation in the ruling had no interest in the profits and losses of the LLC, the IRS 
concluded that the corporation was not a partner, and that therefore the partnership was the sole 
owner of the LU3. Under Treas, Reg. §301.7701-3, a single member entity is ignored for tax 
purposes. The critical issue in this ruling was whether die purported partners joined together to 
conduct a business and share the profits and losses. In the present situation, hivestor and the 
other membem invested in the Partnership with the intent of jointly conducting a an activity 
(investing) and sharing the profits and losses tfaerefroriL 
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ASA hivesterings Partnership v. Comin*r. 76 TCM (CCH) 325 (1998), ^peal 
pending (DC Cir. Do^ember 7, 1 998), concerned a substantially similar transaction as in ACM, 
supra. In ASA Investermgs, Allied Signal became a partner in the partnership and cl^ed a 
capital loss. The court found that the partnerdup fonned by Allied Signal and ABN, the foreign 
partner, was not a valid partnership arrangement for U.S. fedwal income tax purposes. The court 
based its holding, in part, on what it viewed as the two party’s different investment objectives. In 
the court's view. Allied Signal only wanted the coital losses while ABN was only interested in 
earning a specified rate of return on its investment ABN did not want to share in any losses. The 
court found that Allied Signal was obligated to pay all exp^es and guarantee ABN a minimum 
profit and made aU the critical management decisions. As a result, the court conclude that ABN 
was not a partner in a partnership, but rather was a mere lender. The court noted that Allied 
Signal agreed to enter into the transaction before it even knew that ABN would be involved. 

The Allied Simal case is distinguishable from the transactions undertaken 
described herdn in several key respects. Each member invested in the Partnership in anticipation 
of realizing profits from the Partnership's investment artivities. Investor and die other members 
all have the potential for profit or loss in respect of their collective investment in the Partnership. 
No member was guaranteed a particular minimum profiL Each member shares proportionately in 
the income, gain, loss and deductions of the Paitnemhip, so that there is no issue of 
rocharacterization as in the Allied Signal case. Finally, Investor is not a party to the critical 
management decisions of the Partnership. 

Consequently, it is more likely than not that the IRS would not be successful were 
it to attempt to disregard the Partnership as anoitityunderTreas. Reg. §I.70I’2(e) or under the 
qommoD law doctrines discussed above. 

5. Sham Transaction, Economic Snbstance. and Business Purpose Doctrines 

There are innumerable cases addressing the judicially developed doctrines of "sham 
transaction", "business purpose", and "economic suMtance". One of the most recMit attempt to 
synthesize the rules appears in "Appendix n To JCX-82-99: Description And Analysis of 
Present-Law Rules and Recent Proposals Relating to Corporate Tax Shelters", Prepared by the 
Staff of the Joint Committee On Taxation, jCX-84-99, November 10, 1999 ("JCT Appendix"). 
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a. ”Shani Transaction Doctrine” 

With respect to the "sham transaction doctrine", the JCT Appendix describes two 
types of "shams", "shams in fact" and "shams in substance". The first involves transactions that 
in fact never occur. As an example, the JCT Appoidix cites to Goodstein v. Comm*r. 267 F.2d 
127 {1st Cir. 1959), in which assets were never purchased and a loan never incurrwl by the 
taxpayer. Reference is also made to ASA Investerings Partnership v. Comm'r. T.C. Memo. 

1 998-305 , in which a party never actually entered into a partnership formed to effectuate the 
transaction. It is more likely than not that the Transitions would not constitute one or more 
"shams in fact", based upon tiie advise of Presidio that every transaction did in fact occur as 
described in Part I hereof. 

With resp<rct to the "sham in substance" aspect of the doctrine, the JCT Appendix 
n cites Yoshav. CommY. 861 F2d 494 (7th Cir. 1988) as an example. In Yosha. the taxpa^rs 
entered into a series of transactions on the London Metals Exchange ("LME") that were not 
"shams in fact" because they actually occurred. The taxpayers, however, were fiilly protected 
against loss through arrangements by the promoter with the LME brokers, and the transacdons 
were stoictured so that the taxpayers could not earn a profit fiom them, i.e. as an economic 
matter the trades were voided althou^ as a legal and factual matter they occurred. ^ Thus the 
taxpayers were in the position of economically, or "in substance", never having entered into the 
transactions. A similar analysis is applied in determining whether a taxpayer is the owner for 
U.S. federal income tax purposes of a particular asset Thus, if the taxpayer has none of the 
economic risk of an owner and none of the economic benefits of an owner, the taxpayer would 
ordinarily not be treated as the own», i.e. the taxpayer's economic ownership is voided, and such 
mtuations could be viewed as "shams in substance". 

In the instant case, we have been advised neither Investor nor Partnership entered 
into arrangements that voided the economic effects of any of the Transactions, Consequently, it 
is more likely than not that the Transactions would constitute one or more "shams in substance". 


Became the anangemeats to protect agaimt loss weie ananged by the promoter, the Court was not 
faced with addressing the effect of bona fida hedging transactions with unrelated parties. Hedges 
provide by a party involved in die transactions was also viewed as a negative factor in ACM 
PartnersiuD v. CommV. T.C. Memo. 1995-203, affd in part and rav'd in part 1 57 ?.Z’* 231 (3*^ Cir. 
1998). 
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Much confusion about the sham transaction doctrine has arisen because the courts often treat 
transaction the fail the "economic substance" or "business purpose" doctrines " as "shams". In 
this regard, the JCT Appendix notes: 

[T]he delineation between [the sham transaction] doctrine 
(particularly as sailed to "shams in substance”) and the 
"economic substmce" and the "business purpose" doctrines ... is not 
always clear. Some courts SikI that if transactions lack economic 
substance and business purpose, they are "shams" not withstanding 
that the purported activity actually ^d occur. 

b. Economic Substance and Business Purpose Doctrines 


As with respect of the relationship of the sham transaction doctrine to the business 
purpose and economic substance doctrines, there is some confusion about the relation of the 
latter two to each other. Again, the JCT Appendix is helpfiil in trying to clarify the confusion; 

Zq its common application, the courts use business purpose 
(in combination with economic substance. . .) as part of a two- 
prong test for deter minin g whcUier a transaction should be 
disregarded for tax purposes: (1) tire taxpayer was motivated by no 
business purpose other than obtaining tax benefits in entering into 
the transaction, and (2) the transaction lacks economic substance. 

[citatioa omitted] 

. JCT Appendix, p. This language mirrors the language ofthe 4th Circuit Court 

of Appeals in Rice's Toyota World. Inc, v. CommV. 752F.2d 89 (4th Cir. 1985).^’ Consequently, 
to detennine whether the Transactions will be respected in the instant case on needs to test the 
fransactions under each prong. , 

c. Business Purpose 

For a transactions to have a business purpose, there must be a business or 
commercial reason for the taxpayer to engage in the transaction with out regard to tax benefits. 


"To treat a transactioo as a sham the court must find that die taxpayer was motivated by no 
business purpose other obtaining tax benefits in entering the transaction, and that the 

transaction has no economic substance because no reasonable possibility of profit exists." Rice’s 
Toyota World. Inc, v. Comm’r. 752 F.2d 89, 91 (4th Cir. 1985). 
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Friedman v. Comm'r. 869 F.2d 785, 792 (4th Cir. 1989); Rice*s Toyota World. Inc, v. Comm*r. 
supra . The existence of such a purpose was recently addressed in United Parcel Service of 
America, Inc, v. Comm*r. T.C. Memo. 1999-268. 

In the United Parcel Service case, the taxpayer tried to avoid taxation with respect 
to certain fws by restructuring them as insurance Economically, the taxpayer was in substantially 
the s^e position as before the restructuring, but dirough the arrangements was able to exclude 
the payments fiom income. The taxpayer made a number of purported commercial reasons for 
the restructuring of the fees. The taxpayer argued that (i) it was required to restructure the 
arrangements because such payments would fall afoul of restrictions under some state insurance 
laws; (ii) it intended to leverage the profits into the cre^on of a new reinsurer that could become 
a full-line insurer, (iii) by removing the fees from its operating ratios it could obtain larger rate 
increases than had it received the fees directl>^ and (iv) by restructuring the fees it protected its 
transportation business fiom the risk increased liabilities. However, the taxpayer offered no 
credible evidence that the restructuring would in fact achieve goals (i), (ii), and (iv). The Court 
also found that goal (ii) could have been accomplished by merely making an investment in such 
a reinsurer. 


Similarly, in Winn-Dixie Stores Inc, v. CommV. 113 T.C- No. 21 (1999), the 
Court disallowed interest deductions on policy loaiiS^ in a COLI program that insured the lives of 
approMmatcIy 30,000 workers. The program resulted in a pre-tax loss for the taxpayer. The 
taxpayer argued that (0 the program enabled it to fund costs of one of it benefit programs, and 
(ii) increased the benefits it could offer to its emplo)^es under such program. As to (i), the Court 
found that there was no contemporary evidence that it had purchased the COLI policies to 
j^rovide such funding; that the COLI policies were not designed to fund such benefits; that the 
taxpayers CFO never told the entity that was planning the COLI transactions that the purpose 
was to fund the benefit program; and diat projections showed that the cash flow fiom the 
program was needed to pay future interest and premiums as opposed to being available t fund the 
benefits plan. As to (ii), the Court found that the described additional benefits wctc not related 
to the COLI program. 

In Compaq Computer Com, v. CommV. 1 13 T.C. No. 17 (1999) the Court 
disallowed foreign tax credits associated with dividends on certain American Depositary 
Receipts. Among die factors taken into account was that the officer of the taxpa;^r in charge of 
the investments made no inquiry into the commercial aspects of the transactions. 
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Lastly, among the more recent cases are ACM Partnership v. CommV. supra, and 
Saba Partnership v. Comm'r. T.C. Memo. 1999-359, involving similar transactions. In each case, 
the Courts found that the purported business purposes of the transactions were unsupported by 
the evidence and, similar to the foregoing cases, the individuals involved with execution f the 
tramaction did not exhibit behavior consistwit with trying to achieve the purported commercial 
purposes. 

The common thread in these cases is that to have requisite business purpose to 
support the tax benefits achieved, not only must there be a purported commercial reason for 
engaging in the various transactions, the transaction must be consistent with such reason, and 
such reason must be supportable by contemporary evidence, including a showing that the 
transaction was handled in a business like manner. This analysis is supported by a number of 
cases. 


For example, in Lew v. CommV. 91 T.C. 838 (1988), the taxpayers entered into a 
sale-leaseback of computer equipment for the purported reason of diversifying their business and 
investments. In upholding the tax benefits the Court stated: 


Based upon our careful examination of the relevant facts 
and evidence in this case, we conclude that petitioners entered into 
the transaction in issue for sound business reasons (namely to 
diversify' their investments by altering into a le^timate long-tenn 
investment involving the purchase and leaseback of computer 
equipment). Petitioners ^proached the decision to enter into this 
transaction in a businesslike manner. Petitioner's financial advisor 
thoroughly and in good faith investigated the proposed purchase- 
leaseback transaction. He prepared cash flow andyses which 
included the components of the transaction that were critical to. 
earmng a profit on the investment Those components included the 
current fiur market value and projected residual value of the 
equipment the fair rental value of the lease, and the rent 
participation agreement He oqilained to petitioners the 
significance of and risks associated with &e projected residual 
value of the equipment and the rent participation agreement, hi 
addition, he explained to petitioners the tax consequences of the 
transactioiL Petitioners aliw retained a law firm with expertise in 
leasing transactions to investigate the financial status and 
creditworthiness of each participant involved in the transaction, to 
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investigate each participant's business reput^on, and to handle the 
legal aspects of this comply transaction. 

We are satisfiai that petitioner had a good faith and 
substantial business purpose for entering into the transaction. 

Petitioners participated in the purchase leaseback transaction only 
after they were convinced that the investment had a reasonable 
possibility of producing a profit 

91 T.C 838, 855-856. Similarly see. Pearlsten v. CominV. T.C. Memo. 1989-621; 
Rubin V. CommV. T.C. Memo. 1989-484. 

In Camith Com, v. CommV. 865 F.2d 664 (5th Cir. 1989), alTg 688 F. Supp.l 129 
(N.D. Tex. 1 987),the issue was whether a charitable contribution would be allowed for a 
contribution of stock of a controlled corporation to a charity after the dividend was declared, but 
before the dividend record date. The Court upheld the deduction in part upon finding that lag 
between the declaration and record dates had a business purpose; 

[Taxpayer) contends that the distinction between the two 
dates was designed to encourage his nephews... to sell their shares 
to him. ...The lag between the declaration date and record date was 
designed to give the nephews an oj^rtunity to sell. The plan 
fail^ in this respect; the n^hews held their share. 

The district court made factual finding the [taxpayer] 
wished to buy out lus n^hews* interests in North Park 
Incorporated, and that he believe declaration of a dividend might 
facilitate this objective. We review these findings pursuant to the 
clearly erroneous standard, and find clear support in the record. 

With these factual findings in place, we believe it obvious that the 
distinction between declaration and record date did, as [taxpayer] 
contends, serve a legitimate business purpose. 

I^astly, it should be noted that a transaction can have an appropriate business 
purpose even if the transaction itself does not g«ierate a profit See, Caruth v. Comm'r, supra; 
Homy. CommV. 968 F.2d 1229 (D.C. Cir. 1992). 
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d. Economic Substance 

It is well established that a transaction or series of transactions will not be 
respected for tax purposes unless the transaction or transactions have economic substance 
separate and distinct from the economic b^iefit derived from tax reduction. Gregory v. 

Helvering. 293 U.S. 465 (1 935). Transactions failing to meet this standard lack the requisite 
"economic substance" (oft«i interpreted as a having a reasonable possibiUty of pre-tax profit) 
will not be respected for tax purposes. However, the Supreme Court has held that a transaction 
should be respected if it has "economic substance which is compelled or encouraged by business 
or regulatory realities, is imbued with tax-independent considerations, and is not. shaped kilely 
by tax-avoidance fe^ures that have meaningless labels attached." Frank Lyon Co. v. U.S.. 435 
U.S. 561, 583-584 (1978). Thus, transactions have been upheld where tiie transactions were 
designed to adiieve a tax benefit, but were endowed with positive pretax economics. See, e.g., 
Nortiiem Indiana Public Service Company v. CommV. supra . 

A recent decision articulated the standard slightly differently: 

A transaction has economic substance when it is the kind of 
transaction that some people enter into without a tax motive, even 
though the people fighting to defend the tax advantages of the 
transaction mi^t not or would not have undertaken it but for the 
, prospect of such advantages — may indeed have had no other 
interest in the transaction." 

Yoshav.Comm'r. 861 F.2d 494, 499 (7th Cir. 1988). 

^ It should be noted that a taxpayer need not be correct in its judgment of possible 

economic benefits, only reasonable or rational. Profit motive depends on the taxpayer’s 
subjective and good faith intent to cam a profit. Flnoli v. CommY. 86 T.C. 697, 722 (1986). The 
feet that a venture fails to produce a profit in the anticipated amount or at all docs not indicate 
that the venture was not profit-motivated. King v. U.S.. 545 F.2d 700, 708 (10th Cir. \9l€). 
However, that profit potential cannot be illusory. In ACM Partnership v. Comm’r. supra, the Tax 
Court foimd that at the time it entered into the partnership, the taxpayer's only real opportunity to 
earn a profit was throu^ an increase in the credit quality of the issuers of certain notes, or a 400- 
500 basis point increase in 3-month LIBOR interest rates. The court found no impact of credit 
quality was possible as the lenders were extremely highly rated at the time of the. transaction. 
.Moreover, the court did a 6-year review of 3-moDth LIBOR rates and did not find an increase of 
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even 300 basis points in Uie necessary time frame. Since the analysis of the historical data 
showed no reasonable basis for expecting a prorit, the court ruled against the taxpayer. "We do 
not suggest that a taxpayer refrain from using the tax laws to the taxpayer's advantage. In this 
case, however, the taxpayer desired to take advantage of a loss that was not economically 
inherent in the object of the sale, but which the taxpayer created artificially through the 
manipulation and abuse of the tax laws. A taxpayer is not entitled to recognize a phantom loss 
from a transacfion that lacks economic substance". In its analysis, die Third Circuit focused upon 
the foregomg finding of the Tax Court, stating: 

Tax losses such as these, which are purely an artifact of tax 
accounting methods and which do not correspond to any actual 
economic losses, do not constitute the type of 'bona fide' losses that 
are deductible under the Internal Revenue Code and regulations." 

The Third Circuit also noted: 

[OJn November 3, 1989, (the partnership] invested $175 
million of its cash in private placement Citicorp notes paying just 
three basis points more than the cash was earning on deposit, then 
sold the same notes 24 days later for consideration equd to their 
purchase price, in a transaction whose toms had been finalized by 
NovembCT 10, 1989, one week after ACM acquired the notes. 

These transactioiis . . . offset one another and with no net effect on 
ACM's financial position. 

See, also Saba Partpership v. Comm'r. si^ra; Merrvman v. CommV. 873 F.2d 879 
(Sth Cir. 1989) (conduit partnership without economic substance disregarded). 

In Compaq Computer Coro, v. Comm'r. supra, in addition to finding no business 
purpose for the transactions, the Tax Court also found a lack of economic substance. This was 
because as the transactions were designed and executed, the taxpayer was bound to suffer a pre- 
tax loss. The Tax Court reached a similar conclusion for the same reason in Winn-Dixie Stores 
Inc. V. Ctomm'r. supra . 

From these cases it spears that the "substance" necessary to meet the 
reqmiOTients of the "economic substance" doctrine is somewhat different from the "substance" 
required under the "sham in substance" doctrine. As discussed above, the latter requires that the 
transaction have the economic consequences consistent with what the transaction purports to be - 
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Does the taxpayer really have the economic Incidents of ownership if the taxpayer purports to 
own the asset. The fonner requires that, having passed the "sham in substance" test, the 
transaction make economic sense - Does the have a reasonable possibility of economically 
benefiting jfrom the transaction without regard to tax baiefits. 

De^ite being inconsistent with the economic substance cases, one case has 
sugg^ted that there must be not only a reasonable possibility of makin g a profit, but the 
possibility must relate to a profit that is greater than de minimis. See, Sheldon v, Tommy. 94 
T.C. 738 (1990).56 Other decisions have indicated that the should consider whether the profit 
motive for a transaction was greater or less than the tax motive. See, e.g.. Fox v. Coimn*r. 82 
T.C. 1001 (1994): Estate of Barony. CommV. 83 T.C. 542 (1984), afPd, 798 F.2d 65 (2d Cir. 
1986). However, a transaction should not be under the economic substance doctrine merely 
because its principal purpose was to achieve tax benefits. . See, e.g.. Northern Indiana Public 
Service Company v. Comm'r. supra. Congress has precluded such a broad test for all 
disallowance by incorporating such a principal purpose test into specific Code Sections such as 
Code Section 269. Long-standing judicial authority has also recognized that "any one may so 
arrange his affairs that his taxes shall be as low as possible" Helverini^ v. Gregory. 69 F. 2d 809 
(2d Cir. 1934). See, also Cottage Savings Association v. CommV discussed above, involving a 
transaction executed solely for tax purposes. 

e. Conclusion 

Based upon the representations provided by Investor and Partnership in n, above, 
it is more likely than not that the Transactions will have the requisite economic substance and 
business purpose to be respected under the authorities discussed above. 


On December 23, 1997, the IRS issued Notice 98-5, annousemg diat the IRS will issue 
Regulations effective on and after such date dealing with' foreign taxes paid or accrued in 
connection with certain abusive transactions. Such transacdoos were descr3>ed as those in which 
die anticipated economic benefits are instibstantial in relationship to the antic^ted tax benefits. It 
is currently uncertain as to when or whether such Regulations will be issued, &e oiteria they will 
establish with respect to the insubstaidulity of anticipated economic benefits, or whether such 
Regulations will have application beyond the area of foreign taxes. 
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6. Code Section 165(c)(2> 

Notwithstanding that the transactions described herein have the requisite economic 
substance, where applicable. Code Section 165(c) imposes additional limitations on the ability of 
individuals to claim losses.^’ Because Partnership is a pass through entity these rules have to be 
taken into account for determining whether such losses would be available to Investor and like 
wise. Investor’s member. 

If an individual incurs a loss &om the disposition of the assets in the individual's trade or 
business. Code Section 165(cXl) generally permits the allowance of such loss. In deter minin g 
whether such a business exists, the courts have required that the criteria of Code Section 183 be 
met. See, Farmery, Comm'r. T.C. Memo 1994-342. 

Code Section 183(a) and Treas. Reg. §1.183-1 requires that the activities with respect to 
which the loss relates be activities engaged in for profit There has been substantial litigation 
regarding whether such motive exisU. These cases have established that a taxpayer need only 
have a good faith expectation of earning a profit fix>m the activities undertaken. See, e.g., Burger 
V. Comm'r. 809 F.2d 355 (7th Cir. 1 987); Johnson v. U.S.. U Cl. Q. 1 7 (1 986). 

If an individual incurs a loss fiom the assets in a transaction which does not involve the 
indSvidual's trade or business. Code Section 165(cX2) and Treas. Reg. §1.165-l(e) require, like 
Code Section 183(a) and Treas. Reg. §1.183-1, that the loss be meurred in a transaction entered 
into for profit. Thus, diese statutory and regulatory provisions miifbr the Code Section 1 83 
standard. 

^ Notwithstanding the parallel nahue of Code Section 183(a) and Code Section 165(c)(2), 

the courts have imposed a judicial gloss that appears to create a standard higher than that 
imposed by the statutes, i.e., that the taxpayer's profit motive be (he "primary" motive for 
entering into the transaction. The first case that did so was Fnx v. CnmmV. 82 T.C. 1001 (1987). 
The Tax Court in Fox derived this primary profit motive test from a footnote in Helveiing v. 
National Grocery Co.. 304 U.S. 282, 289 n.5, idi'g denied, 305 U.S. 669 (1938), which involved 


In die case of a partnership (or entity treated as a partnership) this test is applied at the pactnersh^ 
level 
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the constitutionality of the imposition of the accumulated earnings tax. The footnote stated in 
relevant part: 


Similarly, the deductibility of losses under [Code Section 
l65(cX2)] may depend upon whether the taxpayer's motive in 
entering into the transaction was primarily profit, [emphasis 
added}. 

In addition, the Tax Court in Fox relied on an earlier Tax Court case involving the 
deductibility of a loss under Code SectioD 16SCcV2L Smith v. Comm’r. 78 T.C. 350 (1982). In 
Smith, however, the Tax Court did not impose the "primary" test articulated in Fox, but rather 
st^edatp. 391: 

The mere fact that petitioners may have had a strong tax avoidance 
motive in entering into their commodity tax straddles does not in 
itself result in a disallowance of petitioners’ losses under Section 
165(c)(2), petitioners also had a non-tax profit motive for 

their investments at the time. See, Knetsch v. U. S.. 1 72 Ct. CL 
378, 348, F. 2d 932, 936-937 (1965). Such hope of deriving an 
economic profit aside from the tax benefits need not be reasonable 
so long as it is bona fide. See, Besscnvev v. CommY. 45 T.C. 261, 

274 (1965), affd 379 F.2d 252 (2nd Cir. 1967). [emphasis added]. 

Both the Fmc and Smith c ases, as well as the bulk of subsequent cases involving 
the application of the "primary” standard, arose in connection with commodities straddle 
transactions in which looldng at the transactions as a whole, the taxpayer bad little or no 
opportunity to cam any meaningful profit’* In addition many of the decisions were Memoranda 


The Tax Court in Sheldon v. CommV. 94 T.C 738 (1990) applied flaese principles wherein certain 
of the transactioDS before the Court the t3:q»yer demonstrated that it could have made a profit 
The Tax Court denied the claimed deductioas stating that "pin instances where intermediate repos 
would have or did generate some form of [positive} carry, t^e amounts were nominal, either 
fixed or short term and stable and, in any event merely reduced the fixed losses by relatively' 
insignificant amounts." It is uncertain whether the Sheldon case has added an additional dimension 
to fee economic profit motive analysis by, effectively, requiring a profit to be greater than ”de 
minimus* or "nominal”. In assessing this'pcrint it should be noted that the Tax Court ultimately 
found that evets what nominal profit there was in Sheldon was absorbed by losses on related and, 
a^uably, integrated transactions. 94 T.C 738, 768 and 769. See also, Est of Baron v. Comm'r. 83 
T.C 542, affd 798 F.2d 65 (2d Cir. 1986). 
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decisions of the Tax Court.^^ Neither the Knetsch case nor fte Bessenvev case cited by the Tax 
Court in Smith required the profit motive of the taxpayer to be the primary standard for engaging 
in the transactions in issue, althou^ the Knetsch decision did refer to the National Grocery Co . 
Supreme Court decision discussed above. 

When a court has thou^tfully attempted to deal with flie primary standard, the 
results have often yielded confusion. For example in Nickson v. CotnmV. 962 F.2d 973, 976 
(lOth Cir. 1992), a case involving the application of Code Section 183, the court first appeared to 
^ply the primary standard by requiring that the taxpayer engage in the transaction .yrith the 
"dominant hope and intent to realizing a profit", but then went on to provide that "the 
deteimination crucial to the instant case [is]-whether &e taxpayers had an actual and honest 
profit objective." See also, Nickerson v. CommY. 700 F.2d 402, 404 (7th Cir. 1973). This 
confusion in part may be due to the fact that in Fox v. CommY. supra, which first ^plied the 
primary standard in the context of Code Section i62(cX2), the taxpayei^s had little or no 
opportunity to make more than a relatively small fixed economic profit fi’om the commodity 
straddle transactions into which the taxpayer entered. Such a situation is unlike the instant case in 
which, based on the advice we have the Investor entered into the transactions with the reasonable 
possibility of making a reasonable profit fo)m investment in the Partnership. Such a profit 
potential is more analogous to the situation in Smith v. Comm'r on which the Fox c ase relies. 
Althou^ the matter cannot be exactly free from doubt because of the factual nature of the 
inquiry, on balance, it is more likely than not that the requisite profit motive exists to support the 
deduction of any toss on the disposition of the distributed assets under Code Section 165(c)(2). 

7. Step Transaction Doctrine 

In determining the tax consequences of a series of events, the courts use a st^ transaction 
analysis to determine what is the transaction to which the tax law should be applied. The step 
transaction doctrine combines and treats a series of sq>arate stq>s "as a single transaction if they 
are in substance integrated, interdependent, and focused toward a particular end result." Bittker 
& Lokken, Federal Tax<don of Income, Estates and Gifts (2d ed.), ^4.3.5. The courts have 
articulated three different formulations of the step transaction doctrine: the "binding 


In assessing whether the requisite profit motive exists, all of the fees ine nne d in engagiog in the 
transactions will have to be taken into account Sec, ACM Partnership v. Comm'r. supra. 
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commitment” t^t, the "interdependence" test, and the "end result" test. Penrod v. Comm’r. 88 
T.C. 1415, 1429 (1987). The IR5 could attempt to ^ply the step transaction doctrine in a 
number of ways. For example, the IRS could attempt to collapse all of the stq>s and disregard the 
Loan and the Partnership. Alternatively, the IRS could attempt to collapse the Investor's 
redemption from the Partnership and the Partnership's rq>ayment of the Loan to treat the Loan, 
including the payment of the prqrayment penalty, to treat the repayment as occurring 
simultaneously with the redemption, which could result in a reduced tax basis in the foreign 
currency to the Investor.^ 

Under the "binding commitment" test, a series of transactions is amalgamated only if 
there is a binding legal commitment to undertake each of the steps. Comm'r V. Gordon. 391 U.S. 
83, 96 (1968). It is more likely than not that this formulation would not apply to the transaictions 
above, because Investor was not bound in any way to incur any obligation under the Loan, to 
make any contribution to the Partnership, or to withdraw from the Partnership. 

Under the "interdependence" test, a series of transactions are integrated only if the steps 
are "so interfependent that the legal relations created by one transaction would have been 
fruitless without a completion of the series." Manhattan Building Co. v. Comm’r. 27 T.C. 1032, 
1042 (1957), acq., 1957-2 CB 5. The interd^endence test focuses on the relationship between 
the steps, and whether the first step would have occurred without the second. For example, in 
Associated Wholesale Grocers. Inc, v. United States. 927 F.2d 1517 (10th Cir. 1991), the court 
applied the interdependence test to integrate two purportedly independent transactions and deny 
the claimed loss because the two agreements were, by their teims, dq>endent on each other. 
Unlike the factual situation in Associated Wholesale Grocers, each transaction set out above 
Qhvestor's purchase of the Options, Investor's investment in the Partnership, and Investor's 
withdrawal from the Partnership) was independently undertaken by Investor, and each 
transaction presented Investor with the potratial for economic gain or loss. See also, McDonalds 
Restaurants of IlUnois. Inc, v. Corom'r. 688 F.2d 520, 524 (7th Cir. 1 982); Security Industrial 
Insurance Co. v. United States. 702 F.2d 1234 (5th Cir. 1983). Where each step has independent 
economic significance, the courts will not integrate the steps. Redding v. Comm'r. 630 F.2d 
1 169 (7th Cir. 1980), cert, denied, 450 U.S. 913 (1981). U Rev. Rul. 79-250^ 1979-2 CB 256, the 


See footnote 32. 
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IRS agreed, but also inserted a requirement that each step must be "undertaken for valid business 
purposes and not mere avoidance of taxes." 

Based upon the foregoing, it is more likely than not that each step undertaken by Investor 
and Partnership would be viewed as independent from the others and, consequently, that the 
"mterdq>endence" formulation of the step transaction doctrine would not be ^plicable to the 
transactions. Furthermore, even adopting the position of the IRS in Rev. Rul. 79-250^ based on 
the representations made to us, each of the transactions undertaken by you and the Partnership 
will be supported by a reasonable expectation of profit 

The "end-result" formulation integrates a series of transactions into a single transaction 
"when it appears that they were really component parts of a single transaction intended from the 
outset to be taken for the purpose of reaching the ultimate result" King Enterprises. Inc, v United 
States. 418 F,2d 511,516 (Ct Cl. 1969). The courts, however, have limited the expansive scope 
of the end-result test 

In Esmaik. Inc, v. Comm’r. 90 T.C. 171 (1988), affd without published opinion, 886 
F.2d 131 8 (?th Cir. 1989), the taxpayer wanted to dispose of certain businesses owned by one of 
its subsidiaries. Mobil, an unrelated company, acquired a portion of Esmaric's outstanding shares 
from the pubUc in a tender olfer, and then tendered these shares to Esmark in exchange for stock 
of a wholly-owned subsidiary of Esmark. Under the law at the time, the exchange of the 
subsidiary’s stock for the Esmark shares was tax-free at the corporate level. By contrast, a sale of 
the subsidiary's stock for cash, which could then have been used to buy back the Esmark shares, 
was taxable at the corporate level. 

• ' Although it recogmzed that the reduction of taxes was a significant factor in structuring 
the transaction, that Mobil's tender offer was part of an overall plan, and that Mobil, not Esmark, 
had borne the economic cost of the tender offer, the Tax Court held that Mobil's ownership of the 
Esmark shares, "however transitory," must be respected, and the transaction treated as a 
redemption of the Esmaik shares. In rejecting the IRS's attempt to apply the step transaction 
doctrine to recast the transactions, the court stated; 

That Mobil's tender offer was but part of an overall plan is not in 
dispute. The existence of ^ overall plan does not alone, however, 
justify application of the st^-transaction doctrine. Whether 
invoked as a result of the "binding commitment," 
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"interdependence, " or "end result tests, the doctrine combines a 
series of individually meaningless steps into a single transaction. In 
this case, respondent has pointed to no meaningless or unnecessary 
steps that should be ignored. 

Re^ndent proposes to recharacterize the tender offer/redemption 
as a sale of the Vickers shares to Mobil followed by a self-tender. 

This recharacterization does not simply combine stqis; it invents 
new ones. Courts have refused to apply the step-transaction 
doctrine in this manner. 

90T.C. at 195-197. (Emphasis added.) The court further noted that each of tfae-^eps "had 
permanent economic consequences," and could not be combined. 90 T.C. at l98.See also, Grove 
v. Comm'r. 490 F2d 241 (2d Cir. 1973) and Cairineton v. Comm'r. 476 F2d 704 (5th Cir. 1973). 
The Tax Court recently reaffirmed the Esmaric st«^ transaction analysis. Turner Broadcasting 
Company v. Comm'r. I 1 1 T.C. 3 1 5 No. 1 8 (December 23, 1 998). 

The IRS agrees that the step transaction doctrine does not permit the creation of new 
steps or the reordering of existing steps. Sce,Rev.Rul. 78-197, 1978-1 CB 83. In each of PLR 
8815003 (December 11, 1987); PLR 8738003 (May 22. 1987); PLR 8735007 (May 18, 1987); 
and PLR 8735006 (May 18, 1987), an unrelated underwriter acquired a corporation’s outstanding 
debt, exchanged that debt for other securities of the coiporation, and then sold such o&er 
securities to the public. In each technical advice memorandum, the IRS held that the step 
transaction doctrine cannot be applied to reverse the order of the transactions. 

More recently, in True v. U.S.. 190F.3rd 1165 ft 0th Cir. 1999) the Court of Appeals 
affirmed the District Court's summary judgement in &vor of the IRS regarding the integration of 
dne series of transactions under the "end result" fonnul;^on of the step transaction, where the 
evidence clearly showed that the end result was the sole outcome intended to be achieved by 
entering into the transactions from the outset With respect to such series of transactions, the 
Court of Appeals also concluded that such integration would be appropriate under the "mutual 
interdependence" formulation as well, bwause the facts showed that each of tiie steps would 
have been firmtless without the others. The Court of Appeals, however, reversed the District 
Court's summary judgement integrating another series of transactions. The Court of Appeals 
concluded that there was a factual issue under the "end result" formulation, because the evidence 
created a genuine factual issue as to whether the end result achieved was the sole intended result 
from the outset. The Court of Appeals concluded that there similarly was a factual issue under 
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the "mutual interdependence" formulation, because it appeared that the each of the steps might 
have economic significance on its own. TTie conclusion that can be drawn from the True 
decision appears to be that if the facts demonstrate that at the time of entering into series of 
transactions an investor has in mind a sole outcome and no other outcome can be discerned, a 
court can apply the "end-result" formulation of the step transaction doctrine to disre^rd 
mtennediate steps, particularly if those intennediate steps had so little economic significance on 
tiieir own to Ml within the "mutual interdependence" formulation. 

In both Sa lomon. Inc v. United States. 976 F.2d 837 (2d Cir. 1992) and Walt Disney. Inc,: 
V. United States. 4 F.3d 735 (9th Cir. 1993), die issue was whether a transfer of assets to a 
subsidiary as part of a divisive "D" reorganization resulted in the recapture of investment credit. 
While both courts seemed to apply the "end result" fonnulation to integrate the transfer of assets 
and subsequent spin-ofC each court cited facts that would indicate a "binding commitment" or 
"mutual independence" test In Walt Disney, the court cited an overall intention for the steps to 
occur, and the fact that the company had a legal obligation to transfer the assets and distribute the 
stock. In Salomon, the court based its concluMon in part on the fact that at fire time of the asset, 
transfer the taxpayer intended to spin-off Gie stock, establishing the intadependent nature of the 
stqjs. 


Investor was placed at risk with re^ct to each its investaents prior to, during and after 
the investment in the Partnership. Consequently, based on Esmark. it is more likely than not that 
the "end result" fonnulation of the step-transaction doctrine would not apply to the transactions 
described above. 

Based on this the foregoing analysis, it Is more likely than not that the step transaction 
doctrine would not apply to the tr^actions described above, because each transaction 
undertaken by Investor had independent economic significance and placed Investor at risk. 


This opinion does not address, and is not intended to address any tax issues, whether U.S. 
Federal, state, local or foreign, other than those specifically addressed herein. This opinion is 
being issued to the addressees solely for the addressees' use and the use of the addressees' 
professional advisors to determine the amoimt, if any, of the addressee's U.S. federal income 
liability. The addressees or the addressees' professional advisors may not use this opinion for any 
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other purpose without our prior written consent. We are relying upon the relevant provisions of 
the Code, the Regulations thereunder, and the judicial and administrative interpretations thereof, 
which are subject to change or modification by subsequent legislative, regulatory, administrative, 
or judicial decisions. Any such changes also could have an effect on the validity of our 
conclusions. Unless you specifically request otherwise, we will not update our advice for 
subsequent changes or modifications to fhe law and Regulations or to the judicial and 
administrative interpretations thereof. 


Very truly yours. 
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To Doug Ammennan 
Orange County 

From Randy Bickham 
Silicon Valley 


ozie August 30, 1998 


S(«K} 

Re( c:\data\aminennan.doc 


CC 


Tax Products Practice 

The following summarizes my dioughts on how to best structure the PFP Tax Products 
Practice. The underlying lo^c reflects a combination of my initial views and the 
collective views of others within the PFP Practice based upon recent discussions. 

The key points are as follows: 

• Strategic Direction of the Business 

• Internal Organizational Structure 

• PCTSonal Considerations 


Strategic Direction of the Business 

The goal is to create a $100 million business over a three year period built around 
creating and marketing ‘'capital market-based” tax products to high wealth individuals. 

In reaching the SlOO million, the plan is revenues of $30 million in FY’99, $60 million 
in FY’OO, and SlOO million in FY’Ol . As discussed later in the memo, the business 
model is premised on closing 100 deals annually. A business model based upon 100 
deals can be developed and managed by two people. On a broad conceptual level, one 
penion’s focus must be on strategy and the development of institutional channels 
whereby there is a continuum of high-end tax products. The other person’s focus is on 
optimizing and managing the PFP distribution ch^inels. 

The market for our products can be segmented as follows: products with a price-point of 
$250,000 to $1 million and those products with fee potentials of $1 to $5 million. The 
busings plan assumes that the Practice will be initially created throu^ the lower-tier 
priced products in that our access to this maiicet is greater based upon the current 
structure of the PFP distribution network. However, in order to realize the S 1 00 million 
three year plan, we must also be a significant participant in the $1 to $S million market 
sequent. 


The structure of the existing tax products market for high-wealth individuals is 
extremely fragmented with no dominant market leader. Unlike the publicly-traded 
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corporate tax products sector where the investment banking firms (e.g., Goldman Sachs 
and Merrill Lynch) dominate the market, there has been minimal market penetration by 
the existing participants in the high-weaith individual market sector. The reason for this 
phenomenon Is that to date the hi^-wealth individual market has been serv^ by small 
boutique tax product groups and accounting firms that are merely '*d£d>bling” in that diey 
are not seriously devoting resources to the effort. In light of this fragmentation, we can 
dominant the market in three years by investing in the organizadonai structure to support 
a $1 00 million business. 

The business model is based upon the simple concept of investing in the development of 
a portfolio of elegant, high-value tax products and then maximizing the return on this 
investment thou^ the PFP distribution networic. The associated business strategy is 
premised upon two inte^l concepts: the establishment of strategic alliance to develop 
and market products and capitalizing upon the existing PFP distribution network. The 
conclusion to externalize substantive functions through participation in strategic 
alliances is based upon the premise that this approach provides the most expeditious 
strategy for establishing a predominant position in the targeted market. Such alliances 
will allow us to greatly accelerate the process of establishing a branded image for both 
the Practice and its products, access technical expertise not available to us internally and 
establish market relationships that are critical to developing the Practice. 

As to branding and how we are perceived within the target market, the objective is to 
brand the Practice as being one which is KPMG-ccntric with concentric strategic 
alliances. These alliances will be established with institutions that have exemplary 
reputations in the capital transactions markets. Our ability to negotiate strategic alliances 
which are KPMG-centric is based upon our ability to invest the funds required to 
expertise and productize a large portfolio of tax products and the PFP distribution 
network’s success to date in high-wealth individual market sector. 

The existing alliances with Deutsche Bank and Brown & Wood exemplify this approach. 
Wc have used the existing OPIS product as the mechanism for establishing close 
strategic relationships with Deutsche Bank and with Brown &, Wood at both an 
institutional level and with key individuals within the organizations. In that the product 
development focus is on products which require the use of relatively complex financial 
securiti(» and third party financing, these relationships are critical to our future success. 
The strategy is to co-develop products with Deutsche Bank and Brown & Wood and sell 
into the $1 to $5 million market segment on a joint basis. I have discussed die strategy of 
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joint development and mailceting with both institutions. The rwpective paiticipants from 
each institution has agreed to commit the resources to participate in our internal product 
development group as well as to become aetive participants in the marketing process. 

Organizationally, the next level of concentric relationships is with boutique tax products 
groups such as Piesidio Advisors. Our lead relationship at this organizational level is 
currently with Presidio and we expect that Presidio will continue to be our “vendor of 
choice”. In onier to insure that we have access to a portfolio of ideas, we are also 
establishing secondary relationships with other boutique tax products groups. The 
business model as it relates to these firms is akin to that of a venture capitalist. We 
apprise them of the products that we need to complete our product portfolio so as create 
a pipeline of product idea inflow to us. This model effectively replicates the economics 
and structure of a venture capitalist establishing an inflow of business plans from which 
he will choose the optimal investment 0 ]q)ortunities. In return, these boutique groups 
will have acce» to our distribution network to in effect monetize their ideas. 

From a KPMC organizational perspective, the business should be viewed as a 
complement and an extension of the general charter of the PFP Practice; the 
development of leveraged tax strategies for high-wealth individuals throughout capital 
investment lifet^les. Our focus is the creation of tax products for optimizing returns at 
end of the investment cycle, i.e., preserving accumulated wealth by tax minimization. 

The Practice should be funded and managed through PFP and linked with broad 
organization initiatives such as FCS. As to such organizational linkages, whereas there 
exists no common basepoints relating to the marketing function in light of our strategy 
being based upon selling in to the high-wealth individual market, there could be benefits 
associated with a FCS linkage in the product development area. However, organizational 
independence is critical to our business model in light of the following considerations: 

> In order to brand the Practice within the high-wealth individual market segment, 
we must strictly focus on this market at an organizational level and have the 
autonomy to negotiate alliances which solely benefit our Practice. 

> We must have the independence to develop compensation policies that conform 
to market norms. In light of the disproportionately large profit contributions that 
can be realized in the tax products area, key players are highly compensated. 
Market norms within financial institutions are base salaries of $750,000 to $I 


Proprietary Material 
Conildentiality Requested 


KPMG 0026766 



860 


kpmgPeat Marwick aP 

Page 4 
May 6, 2003 


million with significant incentive compensation packa^. Accordingly, in order 
to maintain our core management group and to be in a position to attract quality 
people within the industry, we must compensate on a commensurate basis. 

> We must also have the independence to directly incentivize the individuals 
involved in product development and marketing commensurate with their 
specific contributions to the profitability of the PFP Practice. The simple 
observation being that if we can develop a $ 1 00 million business within PFP that 
has 80 to 90 percent margins, all participants in the process should benefit. 


Internal Organizational Structure 


Relative to its SlOO million potential, the management team needed to develop and run 
the business and the resources that must be deployed to support it are extraordinarily 
modest. The reason for this conclusion is that the business could generate $100 million 
in revenue based upon doing approximately 100 deals annually. Using the OPIS product 
as base for extrapolation, the following model can be derived to demonstrate the 
phenomenon based upon the assumption that future products will replicate the 
economics of OPIS and that we are able to effectively penetrate the $1 to $5 million 
dollar market segment. 


Notional Deal Amt 
$5.00 billion 
$1.25 billion 
$1.25 billion 
$7.50 billion 


Number of Deals 
82 
14 

102 


AvgKJPMG Fee 
$750,000 
$1,500,000 
$3,000,000 


Total Revenues 
$61,500,000 
$18,000,000 
$18.000.000 
$100,500,000 


[The current ‘Vun rate” for the OPIS product is an average KPMG fee of 
$750,000 per deal. If we have had a normalized sales cycle for the product this 
year covering 6 months, we could have closed approximately 60 deds.] 

The internal operating structure to support the business most incorporate the following 
functions: 

1 . A strategic management function to define the operating strategy for the business in 
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terms of market focus, resulting product mix, marketing plans for products (e.g., 
lifet^cling of products, timing of replacement products, etc,) 

2. A product R&D function which is based upon working with Deutsche Bank, Brown 
& Wood, boutique tax product groups and other institutions to develop a pipeline of 
product ideas for our consideration (the counterpart of the venhire capitalist having a 
inflow of business plans to consider for investment). 

3. An internal product development function which will take the selected product ideas 
and determine whether we can opine on the concept on a “more likely than not” 
basis, write the associated opinion letter, manage the opinion letter through the DPP 
Opinion review process, and package the product for marketing. The optimal size for 
the group is 6 people. Once an idea has been accepted by the group, one person will 
be selected to be the product owner and will be responsible for taking the product 
throu^ the technical review process and packaging it for marketing. 

The initial thoughts on the participants in the group are: 

Randy Bickham 
JeffEischeid 
Tracie Henderson 
David Rivkin 
Shannon Liston 
Jack Nuckolls 

In addition to the six permanent group m«nbers, Mark Watson should be asked to 
participate in order to provide a linkage to the Innovative Strategies Group. Tlus 
linkage is important so as to benefit from group synergies and to avoid duplicative 
efforts. 

4. The sales and marketing function will be effectively orchestrated through two 
s^arate groups. The PFP paitner/managcr group will be responsible for finding and 
managing the closing of deals. The CaTS group will be responsible for formal 
presentations of products to target buyers and supporting the PFP partner/manager 
group in closing deals. If the assumption is that we will close 100 deals annually, 
then we would need approximately 1 0 people in the CaTS marketing group. The 
assumption being that 1 0 people could give 1 50 to 200 presentations to be in a 
position to close 100 deals. 
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The initial thoughts on the CaTS group participants arc: 

Randy Bickham 
JeifEischeid 
Trade Henderson 
David Rivkin 
Carl Hastings 
Deke Carbo 
Dale Baumann 
Mike Watkins 
• Bob Pederson 
(TBD) 

As the above discussion indicates, there are two discrete management ftinctions that are 
critical to the success of our business, one with an external focus and the other internal: 
managing the external alliance network so as to maintain a continuum of quality product 
ideas/and the subsequent internal productization process and managing the CaTS/PFP 
distribution chaimel/and the internal groups which can significantly impact product 
distribution such as DPP. Whereas Jeff and I believe that it will take our collaborative 
efforts to build the business envisioned, we have concluded that 1 ^ould focus on 
developing and managing external alliances/product development and Jeff should focus 
on maximizing the potential of the CaTS/PFP distribution network. 

Personal Considerations 

❖ Position within the Practice . I need an interim title to effectively communicate to 
both our joint venture partners and the market my responsibilities and level of 
authority within the Practice. My suggested solution is Managing Director - Capital 
Strategies, whereas Jeff would be the Partner-in-Charge of the CaTS group. As to a 
long-tenn solution, I assume that based upon our discussions that if the Practice 
grows as expected I would be offered an equity partnership position in FY ’99. 

❖ Reporting rdationships . As discussed, I will report directly to you in a national role. 

❖ Compensation . My view is that my compensation for this year is a function of two 
components, (1) the success of the OPIS product through the first part of October 
1998 and (2) my contribution to developing a tax products business around the base 
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that has been established with OPIS. As to the first component, please be mindfoi of 

the following observations: 

> If Gre gg Ritchie and I hjul not championed the OPIS. product, neither OPIS nor 
the CaTS group would exist today. Gregg was critical to the process in terms of 
dealing with internal organizational impediments, primarily DPP. My 
contribution was product design and development, sufficiently differaitiating the 
OPIS product from the FLIP product which was taken off the market by DPP. 

As a result of the product development process, we became the product owner as 
compared to die FLIP product which considered to be owned by Presidio. 

> I was re^onsible for KPMG’s position that we should not register OPIS as a tax 
shelter and insisted that we make the business case with DPP. This was of 
significant benefit in marketing the OPIS product and will establish the direction 
with respect to KPMG’s position on future tax products. 

> The PFP plan assumes $20 million of revenue from the OPIS product. One 
month ago, Deutsche Bank only had the capacity to do $800 million in OPIS 
deals, resulting in approximately $10 million in KPMG fees. Presidio was 
unable to negotiate additional Deutsche Bank capacity. I met with Deutsche 
Bank in New York and convinced them of the necessity of increasing their 
internal deal capacity and of the need to effectively contract capacity from 
another financial institution, Commerzbank. We now have the capacity to do a 
sufficient level of deals so as to meet plan. The existing capacity number will 
allow for us to generate approximately $25 million in KPMG fees. 

> We have only booked $500 million in deals to date. Over the next six weeks, we 
must book S 1 .5 billion in deals to realize the $25 million in fees. It is going to 
take a herculean management effort by Jeff and myself to accomplish this result. 

My sense of an appropriate amount of compensation for managing OPIS through the 
current cycle is 2.5% of the revenue generated. Consequently, should we achieve our 
plan number of $20 million for OPIS, I will receive a bonus of $500,000. As to my 
contribution in creating and managing our future tax products business, I believe that the 
“2.5% of revenue generated” approach is equally appropriate. To provide a perspective 
on evaluating “2.5% of revenue generated” in the context of the tax products business, 
generally there are 350-400 bps to be allocated to the institutions participating in most 
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capital market-based tax products. KPMGtypicallyisallocated 125-150bps. The 
“2.5% of revenue generated” equates to less than 5 bps. 

Effectively, I am willing to undertake a position which will significantly impact the 
profitability of the PFP Practice with a compensation package which is structured around 
a relatively low amount of base compensation in return for a significant incentive 
component. If my belief in the future of the business is correct, KPMG will become the 
dominant participant in a highly profitable market and 1 wilt be in a position to earn a 
si^ficant level of compensation. In the event that I am wrong, KPMG has minimal 
downside in light of its modest investment in the venture. 
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To: 

Subieet: 


Jeffrey A BscfieiCI 

Monday, Sepfemeer 14. tssa 12:30 PM 

Uny DeLap 

OPIS 


importanea: Hi^ 


Larry * plaase call n« ac your aarliesc C9nv«ni.ence. Kiric: 404/:22>3iaO; Komai 
T70,'?5S-<H74. 

X hav« a very praccical problen chae Z’d like your chou^tats on.* I spoke wieli 
Jim Carney a shore ubils ago. He'd like to cun a baekgrouad cheek on the 
prinsipals of Cuvira before approving ehe Level i aliaaaee. r have provxded han 
the requisite social seeuricy mimbers. Unfarcuo^cely. an calking vieh Gail 
Uillxana, it is clear chis process will cake a niniaum of f co 10 L-,;»iness days. 
The Cundanantal queseion la whac. if anyehing. X can do during chis background 
cheek period. I'm confident chat these wxll be no unforeseen prcdslems. 

If I am to eapicaliae on cbe existing naxket oppoxcunacy. I imist move very 
quickly. In cerms of KRfG fees. X am estlnacing the fallowing: $3.0 million of 
■eercaln'i^faes: another $4.C million of 'probable* fees, based on existing 
client eoRniemenes; and finally another SS.i of 'possible* fees, based an ICV*s. 
These fees relate to ajq^coximacely $1.3 billion in notional losses for 
approxiaacsly 2S clients. 

As you know, we have hiscorieally taken the position that these must be a 
Klninum 90 day hoidiog period for the long position. To achieve chis holding 
period in 1399, the trades would ha*/« to be executed no later than October 2fld. 
Zn order to execute ccadesi Che accounts must be opened aad the requisite 
paperwork prepared. This process typically cakes ac least a weak. Thus, it's 
relatively unlikely Chat a transaction can be conBenced after Sepcenber 3Sch. 
Obviously, before a trade could even be connenced. the client nuac be introduced 
to Quadra and <hiadra mist convince che client of the seasonable pasBlbility of 
eamiag a seasonable profit on the ms trades . 

If we can take no action until a formal alliance Is approved, we may as well not 
seaxe - at least if such approval is not expected until September 23cd <7 days) 
or September 23th <19 days) . can you help?? I*d like co begin cbe investment 
process and line up Che trades on the assumption chat cbe alliance will in fact 
be approved. We. after ail. have a calacxvely long history of doing these 
tradee with them. IS a surprise occurs during the background checks, we can 
always pull cha plug on che trades. 

JetC 
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Zaudtke. David P 


From; 

Sent: 

To; 


Cc: 

Subieet: 


Gragg W. Hitctte 

Monday. June 08. 1598 1120 PM 

Jeffrey A. Elscne^ Tracia K. Henderson; Dale R. Baumann; Nail j. Tentiler. S. Micnaei 
WatKina; John H Gardner; rtmotfty P, Speas; Richard J. Bioom; Oeke G. Caroo; Mark 
Watson; David P. Zaudtke; Robert A. Pedersen; Roban M. Jordan; Rcrtiin M. Pat^a: Jonn M 
Nuckotts; Shannon L Liston; Harvey L. Amtsirang; Jeffrey Zysik; Randall S Bickhara 
Douglas K. Ammerman; Dennis A. tto 
Rel21:OPlS 


Please be reminded chac you should NOT leave this aiacerial wich dienes or 
cargecs under any eireunacances. Hoe only will chis unduely harm oux abilicy co 
keep Che produce eon£idencial, ic will DCSTROY any chance che diene may have co 
avoid Che seep erahsaccion daccrine. 

Reply Separacor 

Sob j ace: Ra: OPIS 

Author: Randall 5 Bickhaa ae R?MG.SilicoR_Valley2 
Dace: S/7/98 3:34 PM 


, Knowing chat everyone is as excited as I am about finally reaching 
- closure wich DPP on che OPIS produce. Z have updated che slides chat 
we used in Dallas so chat they can be used on an interim basis in 
markecing preseneations. Z will work wich Jeff Zysik this week in 
finaiising a presentation co be housed in oxir CaTS KHAH Toolkit. 

The slides are quite detailed in terns of technical explanation. 

Should a potential buyer wish co discuss the technical aspects at a 
greater depth, you st^uld consider suggesting a conference call with 
me CO make the best use of your date, effectively to maximize your 
marketing time versus having to waste cIm on technical stuff. 

Finally. Cregg had some kind words in the attached as to my efforts in 
getting OPZ5 co market. Everyone should be aware of che aiasterful 
efforts expended by Gregg in effectively managing the KPMG 
organization so as to receive che required sign-offs chat we were 
seeking both at a product level and as to policy. 

Randy 


Reply Separator 


Subject: OPIS 

Author: Gregg H. Ritchie at KPMG..Wamer.Cencer 
Date: 8/4/98 10:41 PK 


Z am pleased to tell you chat the technical conclusions of che OPIS 
product have been approved by DPP Tax. The strategy has been approved 
based on virtually che same facts we presented to you in our technical 
session on l^rll 20ch. 1 plan to. hold a 1 hoxur conference call next 

week CO remind all of us of che details of che strategy and key points 
chat we must eonounicace to prospective investors. I encourage you to 
review the material chat Randy gave you at our meeting in Dalles prior 
to making coneaet wich clients. 

Jeff Zysik has led the effort in making our ease for HOT registering 
che product os a tax shelter. Based on a memo prepared by Hark Ely. 
Eve Elgin, and Jeff Z. I expect chat Larry will agree chat the product 
does not meet s.he requirements of .section 5111 relative co its 
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ragiscracion. Assuming ihis news comes iojKjrrow. we should be 
;saned3.acely able co begin our marbec^g e£lo;:s. 

The product cool bit is almost ready to go. j am working with Larry 
or. the final couches of our engagemest letter. You should note t.hat 
Larry'S current chinking is that all engageaent letters stust be sent 
to him for approval prior to execution by clients . I will post the 
new engagement letter on KHAN as soon as it is ready. We must not 
vary tram the language in the sample letter (especially with respect 
CO indemnification, etcj without advance approval from DPP. 

You should also note the newest version of the Nondisclosure Agreement 
which will be posted on KHAN this weekend. You imst ensure chat all 
clients and- targets execute this agreement prior to presenting the 
strategy to them. Furthermore, while we will, under limited 
circumstances, allow outside advisors to participate in reviewing the 
strategy, you should only do so with sty or Randy Bickham's advance 
approval. If you believe this .will be required for the client to 
execute the strategy, we will siake a business decision relative to the 
specific individual and/or Firm involved. As a general rule, we 
should Strenuously resist sharing this strategy with outside advisors. 

X am certain chat we have a short cinn frame to market this strategy 
before legislation will be effective to shut it down. Accordingly, 

Che less publicity, the longer the strategy may be available. 

Presidio is meeting next week In New York with Brown k Wood to 
finalise the legal documents required to execute the strategy. I will 
let you knew when they are ready to receive wire transfers from 
clients who vane to open the trading strategy. We have indicated to 
0?P that each client will receive an analysis of the investment 
results expected given anticipated price increases BEFORE the client 
engages us. Zn general , client presentations should be coordinated 
with Presidio so that they may hear the investment strategy* from them 
in the initial visit. John Larson. and Kerry Moakalik have each of 
your names and will only respond to you for elianc visits (not other 
KPHG partners / employees ! . Me need your help' to keep control of the 
distribution of this strategy. 

Several of you have asked whether it is appropriate for us to consider 
the payment of a referral fee with respect to the strategy. Per ity 
conversation with Larry DeX.ap. referral fees are to be discouraged, but 
may be considered in exceptional cases. Any such fees which are 
eoncenplated must be approved In advance. Please send me a message with 
the facta and reasons why you believe such s fee would be in our best 
interests and the amount. of the proposed fee. Z will discuss it with 
you and OeLap to decermine if we should make an exception. 

I want to again acknowledge the axeepeional efforts that Randy Bickhan 
made in order to Aska this product a reality. The strategy was is the 
morgue and Randy, through hia exeepeienal technical and writing skills 
and detersdnaeioa brought it back to life. Jeff Zyalk has also played 
a critical role in bringing the resources of WMT and the TZC to bear 
on this product. Many thanks to Jeff for all of your efforts. 

Z know that I have forgotten something important in this message. I 
would appreciate your immediate attention to reviving the contacts you 
have made over the last few monebs and putting this product into out 
clients hands. 

one final note of incerasc. Qusdra Capital Advisors signed our 
confidentiality agreement today and will be presenting some of their 
proprietary strategies to us in the next few days. 
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fntK DeUp. Lany 

Sant: Thuisaay. Januaiy 31 . 1 999 5:13 PM 

Te: Each«id.J«(trsyA 

Cc: Watsen, Marti T 

Subitct FWrGianisr&ustrBpartirtg 


J«rt- 

Piaasa send me )he memerandum te wtiicft Marti reters. 


Pnm: WMtan.MukT 

Smi; TMnai^.J«Hiwy21.19Be3£SPM 

t«i etet>M.JalhayA:B«utMNt.Oaia(t:8k*Mni.RMatfS:SMM.ni»afaJ:Bcsn«n.C*ra(yB8:Careo.OM«G:Ftf9<s. 

Tcmoa P: Garanat, JHM H; Hutrg, CM D: HaneaaM. Tme« e: JareBA. Roma M: Laoen. Snwuwn u NuaDtt. JeMi M: 
Pac*. KatwHM *i PuM. ReMi M: PMira«L RaMR A PMga. Rcy U: RwWn. {Xwtt SUoiiy. DvmI M: Scmm. Tnosty P: 
SenWHum U twMttr. Nan JiWmWu. B M: WsaaLKyW: 2itM»a. Oavid PtZyt*. Mttay C 
Si*}»ci: R&QiwturnBtntparwiq 

Yott stioukt aQ Imow that I do net agree with the conebiaion reached in the aiuehed mane that capital gains can be 
netted at ttta tn«t level I beilsve we ace ming misleading, and perhaos tatse. retutiu by taking this repanmg position. 


— ~Onginal Mnuga— >- 
Pneu Ehme. Jaibay * 

S«u Thiaaaiv.<U0e«yai.'l999 2:t3IH4 

Tb: awwatw. DbIk BtfcMam. Riiwit; Bfcww. Rieftwa; Brwauw towiyw; Catna. DtkMi BwtwB. Jtllmy PMgw.TwTjno: Sawwr. 

Mnn: Hmnp. On: HanoMBm. Ttaai: JMSan. RcMic Uaen. Smmma: NtewiL Jonm Paca. KatKmv PauM. noMu 
PtcMMfl. Robtit PMffB. H«n AMav Oavtt SMtiy. OmmC Smms. Itaony; Sim. WSkam: YaneMr, M«<: W»Buni. B; 
Waacn. Uun; WtaMi. KyU: Ziueaw, OMd; Zyek. Jrtfwir 

Subj^cK Gfwersnattaperwe 

! beilsve this Is die laiasl version. Ooni lorget the stalutt at Ibnctatians Issue Trade laieed. 

Jelf ■ 

« RIe: grantBC.doe »> 
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